Copyright Material - Review Only - Not for Redistribution 


CAMBRIDGE 


UNIVERSITY PRESS 


Economics 


for the IB Diploma 
COURSEBOOK 


Ellie Tragakes 


Copyright Material - Review Only - Not for Redistribution 


CAMBRIDGE 
UNIVERSITY PRESS 


University Printing House, Canividge CH? SBS, United Kingdom 
(One Liberty Plaza, Ih Floor, New York, NY 10006, USA 

4477 Wiliamstown Ro, Port Melbourne, VIC 3207, Australia 

314-321, nd Flao, Plot A, Splendor Forum, Jio District Conte, Now Delhi — 110025, Indie 
79 Anson Rost, 86-1, Singapore 079906 


Cambridge University Press is part of the University of Cambie 

I furthers the Univeriys mission by disseminating onde (ge in the pursuit 

educa, luring and research at the highest international level of celle 

we cambridge. org 

ornato on hi ie: www cambridge org? 
" 

Thí publication isin copyright Subj kn statutory exception and to the provisions of elevant 


collie coming agreements, no reproduction o any part may tak place without the wren 
permiion of Cambridge Univer Pre 


First published 2009 
Second dion 2012 
This ison 2020 


2019 WAT LE 2 OKT OSA IAT 
EGO SpA. 
‘catalogue co for this publication is available fom the Bei 


ISIN 9781-1044706-8 Coursebook with Digital Accee 
WS 6 79--1OKAIDGS-4 Digital Coutrebook 
ISBN II LOIAOGE- E Coursebook - eBook 


108847063 


1 Cambridge University Pros 2 


Print in sy 


Lay 


‘dion resourses for this publication at wew cam dj or 
‘Cambridge University Pres has no responsi for e perience or accuracy 
DOC URLs for external or third-party internet ehe referred 10 in this publication, and doss 
Pot guarantee that any content n such ebur or wil remain, accurate Or appropriate. 
‘Information regarding prices travel tinae, and ther factual ration piven i thi wark 
incorrect at Uh me of Dr printing D Cambridge Unvensy Prese does not puna the. 
accuracy of sch formation thereafter 


“This wok has been developed pendent fom and is not endorsed by the Internati 
Baccalaureate Organization Inicriabonal Baccalaureate. Baccalauréat International, Ñachillerato 
Internacional and IB are registered trademarks owned by the International Bacal ueate 
Organization. 


NOTICE TO TEACHERS 


is illegal to reproduce any part of ha work n material form chung photocopying and 

lesronesorage eurept under the following cumstances: 

{iy where you ane abiding by a cene granted o your school institution by the Copyright 
cenae Agency 

(ui wene no sch lene exists, or where you wish to exceod the term af a licence and you have 
ained the written permission of Cambridge Univesity Press 

(iy Where you are allowed to reproduce without pectssion under the provisione of Chapter 4 
W the Copyright, Designs and Patenta Act IE, Which covery, for example, the reproduction 
‘short passages within certain types of elucainal anthology and reproduction Toe the 
purposes f setting examination questions 


Copyright Material - Review Only - Not for Redistribution 


? Contents 


About the author vil 
‘Acknowledgements viii 
How to use this series ix 
How to use this book x 
Note to the reader about tha 

digital coursebook xi 


Theory of Knowledge features & 


Real World Focus features xiii 
Unit 1 Introduction to Economics 
1 The foundations of economics 
34 Understanding the nature 
of economics f 
1.2 The three basic economie. 
questions resource allocation. 
and outputlincome distribution 0 
133 Understanding the world by 
use of models i5 
14 The method of economies an 
35 — Abrie history of economic 


thought: the oripins of economic ideas 31 


Unit 2 Microeconomics 


2 Competitive markets: Demand 
and supply 


21 tutroduction to competitive markets 42 
22 Demand a 
23 Supply 0 
24 Competitive market 

equilibrium: demand and supply 57 
25 The role of the price mechanism 

and market elliciency Ei 


2.6 Critique of the maximising 
behaviour of consomers and 


producers (HL otv) n 


3 Elasticities 
34 /— Price elasticity of demand (PED) 
32 Income elasticity of demand (YED) 
3.3 Price elasticity of supply (PES) 


4 Government intervention in 
microeconomi 


4.1 Government intervention in markets 
4.2 Price controls 

43 Indirect taxes 

4.4 Subsidies 


5 Market failure and socially 
undesirable outcomes I: 
Common pool resources and 
negative externalities 


5.1 The meaning of common pool. 
5.2 Market failure and externalities: 


diverging private and social 
benefits and costs 

sa 

54 


Negative production externalities 
Negative consumption externalities 


6 Market failure and socially 
undesirable outcomes 
Positive externalities, public 
goods, asymmetric information 
and inability to achieve equity 
6.1 Positve production externalities 


6.2 Positive consumption externalities 
63 Market failure and public goods 
6.4 Asymmetric information (HL only) 
6.5 Equity in the distribution of 


income and wealth (HL only) 


ss 
» 
104 


us 
n 
um 
IM 


ra 
17 
184 
187 


m 


a 


Copyright Material - Review Only - Not for Redistribution 


> 


> ECONOMICS FOR THE IB DIPLOMA: COURSEBOOK 


7 Market failure and socially 
undesirably outcomes | 
Market power (HL only) 
7A — Pueoduction to firms, industries 

and market structures 
72 Profit maximisation by the 
rational producer 


73 Perfect competition 
74 — Monopoly 


75 — Monopolistic competition 
7.6 Oligopoly 
7.7 Government intervention in 


response to abuse of market power 


Unit 3 Macroeconomics 
8 The level of overall economic 
activity 
BA Economic activity 
Measures of economic activity 
Calculations based on national 
income accounting 
Bá ‘The business cycle 
5 National income statistics and 
alternative measures 


9 Aggregate demand and 


aggregate supply 
9.4 Aggregate demand (4D) and the 
aggregate demand curve 


9.2 Short-run aygrsgate supply and 
short-run equilibrium in the 
AD-AS model 

9.3 Long-run aggregate supply and 


long-run equilibrium in the 
monetarist/new classica model 

94 Aggregate supply and 
equilibrium in the Keynesian mode! 

9.8 Shifting aggregate supply curves 
over the long term 

9.6 Implications of the Keynesian 
model and the monetaris/new 
classical model 


m 


10 Macrceconomic objectives I: 
Low unemployment, low and 
stable rate of inflation 


104 Low unemployment 
102 — Low and stable rate of inflation 
103 — Exploring the relationship 


between unemployment and inflation. 


11 Macroeconomic objectives. 
Economic growth, sustainable 
level of debt 


144 — Economic growth 

142 — Sustainobie level of government 
debt (HL only) 

143 — Potential conflict between. 


macroeconomic objectives 


Economics of inequality 


and poverty 

123 — Inequality 

122 Poverty 

323 — Causes of economic inequality 
and poverty 

124 The impact of income and 


wealth inequality. 
125 


13 Demand'side and supply-side 


policies 
13.4 Introduction o macroeconomic policies 
12.2 Demand management and 
monetary policy 
13.3 Demand management and fiscal policy 
134 — The Keynesian multiplier (HL only 
13, — Further topics on the multiplier 
and Keynesian economie 
theory (Supplementary material 
recommended for HL Only) 
134 — Supply-side policies 
137 — Evaluation of demand-side and 


supply-side polices to promote low 
'avziapleyiaent, loy and stable rate 
of inflation and economic growth 


Copyright Material - Review Only - Not for Redistribution 


E 


E 


E 


E 
ED 


E] 


EI 


m 


EJ 
EJ 


EI 
407 


an 
an 


p 


Contents 


Unit 4 The Global Economy 
14 International trade: Part | 


14.1 The benefits of international trade 
14.2 Free trade: absolute and 

‘comparative advantage (HL only) 
14.2 Types of trade protection: 


restrictions on fre trade 


45 International trade: Part Il 


15.1 Arguments for and against trade 
protection 

152 — Economic integration: iding blocs 

15.3 — Economic integration: monetary union. 

154 — Work Trade Organization 


16 Exchange rates and the balance 
of payments. 


361 — Flowing exchange rates 
162 — Consequences of changes in 
exchange rates: an evaluation. 
363. — Government intervention 
364 The balance of payments 


17 Further topics on exchange 
rates and the balance of 
payments (HL only) 

473 — How the current account and 
the financial accoun are related 
to exchange rates 


17.2 Comparing and contrasting 
exchange ie systems 

47.3 Evaluating monetary union 

17.4 Understanding current account 


slits and surpluses 


18 Understanding economic 
development 
18.1 Sustainable development 
18.2 Measuring development 


a 
438 


^ 


ais 
m 
482 
E 


^ 
E 


sot 
E 


sal 


19 Barriers to economic growth 


and economic development 
149.4 Poverty cycles (or traps) ES 
19.3 Economic barriers 566 
19.3. Political and social barriers ET 
20 Strategies to promote economic 
growth and economic 
development 
203 International rade strategies E 
202 — Divenifcation and social enterprise $99 
20.3 Market policies on 
204 —Interveatiniat policies: 
redistribution and provision of 
merit goods 606 
20.5 Foreign direct investment and 
multinational corporations (MNCS) 
206 Foreign aid 
20.7 Multilateral development asistance 
20.8 Institutional change 
209 — Strengths and limitations of 
‘government intervention versus 
market-oriented approaches en 
2040. Progress toward medting 
selected Sustainable 
Development Goals 636 
Glossary 638 
Index 664 


Copyright Material - Review Only - Not for Redistribution 


About the author. 


? About the author 


Ellie Tragakes has a BA from Columbia University, MSocSc Irom the University 
of Birraingham and PhD from the University of Maryland. She has worked in 

the areas of economic development of agriculture i» economically less developed 
countries, nancial services and health systems, in several national and international 
‘organizations, including the World Bank and World Health Organization, She isa 
highly experienced author, with numerous professional publications. Many of these 
tare inthe area of health systems financing und reforms in transition economies, and 
have been translated into several lan gouges including Russian and Chinese. She is 
also a highly experienced teacher and examiner, having taught for many years inthe 
Economies Department at the American College of Greece and also having served 
as IB Economics Chief Examiner. She currently serves as 1B Senior Examiner and 
Managing Director of Hine Agricultural Enterprises, 


Copyright Material - Review Only - Not for Redistribution 


) iconos ron ne [P LOMA: counstaoon 


? Acknowledgements 


Author 


1 would like to express my deepest gratitude to Peter Rosk-Lacroix for his detailed, thorough and exhaustive review of 
the cae book, including the materials accompanying the digital version. In addition to olfering most insightful and 
creative suggestions for improvements and catching errors, Peter Was a continuous encouraging and supportive presence 
throughout the entire writing process 


Tam also grateful to Dimitris Doulos, Roma Kaur and Charles Wu for their valuable comments on the first three 
chapters of the book that helped set guidelines for the remainder of the writing. 


{In addition, 1 would like to extend ny sincere thanks to many friends and colleagues around the world who contributed 
To the previous two editions of the book, They include Henry Tiller, former IB Fcowounicy Chief Examiner, and Emilia 
Drogaris both of whom commented extensively on the second edition, and Julia Tukatlidou for her extensive review of 
the first edition. I would also ike to express my gratitude to Tibor Cernak, Sisson Foley, Hana Abu Hijleh, Kiran Asad 
Javed, Jane Kerr, Pat Laronde, James Marti, Peter Rock-Lacroix, Sachin Sachdeva, Vijay Peter D'Souza, Charles Wu, 
Lar Lun, Constantine Ziogas for their comments and suggestions for isywoversents 


My warmest thauiks also go to K.A, Tyokos for the guidance and inspiration that his book, Phpsies forthe 1B Diploma, 
provided for nv. 


Author and publisher 
Thecuthr ar publer acknowledge the follwing sauce f copyright atrial and are grt fr He persons 
grated. Whe every effort has been made thas ot aways ben poste fo ide y He scares of al the material use 
Dr to rice al copyriht holders, any omn arog to our notice, ve wl e happy 1o include the appropriate 
ccknotcgment on reprinting 

UN Sustainable Development Goal from blps/wsnun orp/sustainabledevelopmnen/sustainable-development-zoals/ 
©2019 United Nation reprinted wh permission of the United Nations 


‘Thanks to the following for permission t reproduce images 


Cover Russ Widstrand/Getiy images 


Inside Tony Wa Photozroply/Shuttetock: Hulton Archiv Culture Ciubl: Betimann/GL BSIPIGI; Florian 
GacrineGL: Miroslav- UG Jiboo2rotwGl; Ullstein BiGI: Rawpi:ei ConvShuttentock: ArtmariclG; Craig 
Ferguson/LightrockeVGk; Luoman/GI Carsten Koall/Gl Quanzvos Gl: Douglas Grahum/Gl, ilitveOl: 
Tlotin Gaertn: Maja HijGL Education tmagesGH; EüAmnosGL. Per-Anders PettesowGl Oftrperel 
Gi; StockshorpelShutterstock; Tommasourbinati/G; John ThyiGl John Longley/Gl Juondoiy/Gl. Jasper Juinen 
Gi; Pavcsinni/GL Str[GL: Tony C French/GI: Ponghiat Rungsojkarnka/GH: Yuliya Derbisheva/G; Araza Khatris 
Photosraphy/GI: PetnalíGl Senhan Boleli/Anadolu Ageney/GI; Flyimgrusian/Gl: Dszz/Gl; HadynyalvGl: Ol 
Scarl'GI; Drante/Gl: Kheng Guan Toh/Shuttersteck: Smith Collction/Gado/GI: John Moore/Gt, BlocberrvGlz 


Erozozowska/GI; DealG. Dagli Ort/Gl; D3sign/GI; Tim Graham/Gl; Robert HradilGl; Rebeca Mello[Gl: Australian 
ScenievGI; Benoitb/GI; St/GL; Bareroft Med/GL Ted Aljibe/Gl; The Washington Post/GI; Frankvandenbergh/ 

Gl: Tkkurikawa/Gl; Jxizsy/Gl; Maria Touioudaki/GH; Pacific Press(GL; A. Noina/Shutterstock: Farm Images/GI: Ute 
Grabowsky/GI: Himarkley/GL, Jan Sochor Gl Moment/GI; Brazil Photos/GI; Guido Dingemans, De Eindredactie/Gl; 
Sopa Images/GI; Karelnoppe/GI; Nurphote/GI; Jasmin Merdan/GI: John Borthwick/GI, Ashraf ShazlyGl: Bennett 
Raglin/GL 


Copyright Material - Review Only - Not for Redistribution 


R 
The coursebook with digital eiag)provides 
fal covngeof ie ue TB pronior guide, 
tha et dents deci tlg and lop 
parere 

peser 2 diee 
Wi de 


Economics 
for the IB Diploma 


Copyright Material - Review Only - Not for Redistribution 


E A counts 


? How to use this book 


Throughout this book you will find lots of different feature to help your learning. 


TUAL UNDE 


LEARNING OBJE 
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Division between core and 
higher level material 
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from core material 
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‘of values, language, ethics, beliefs and ideology 
in the development of economie knowledge, 
Each feature ends with questions intended to 
stimulate further thinking and discussions on 
these important theory of knowledge issues, 


These questions appear at the end of each 
chapter and encourage you to reflect on the 
development of your skills proficiency and 

your progress against the objectives. They are 
intended to encourage your critical thinking and 
inquiry-based learning, 


Key terms are highlighted in orange bold font at their 
frst appearance inthe hook so you can immediately 
recognise them. At the end of the book, there isa 
glossary that defines all the key 
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? Note to the reader 
about the digital 


coursebook 
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coursebook — all editions of th: book come with access 
to these documents For thos using the print version, 
instructions on how to access the digital coursebook can 
be found on the inside cover. The digital coursebook 
files include the following: 


Introduction to IB Economics 
assessment: Exam papers and internal 
assessment. 


Here you will ind an explanation of all the 12 
exam papers you will need to prepare for, including 
information on learning objectives with corresponding 
assessment objectives that appear at the beginning of 
cach section and subsection of the book, command 
rms that appear at the begining of exam questions 
the duration of each exam paper and the percentage 
of each in the total IB score, useful suggestions to 
help you with exams, ord an explanation of internal 
assessment. 


Checklists of important topics to help 
you organize the coursebook materials 


Checklist: Real world issues and key concepts 
Each of the three main units of the book 
(Microeconomics, Macroeconomics and The Global 
Economy) is divided into two sections headed by a real- 
world issue. There are six real-world itsuc, e 

on a broad, general question introducing 

topics of the subsequent chapters fn addition there 
are nine key concepts running through your economics 
course. In this checklist you will ind suggestions on how 
to link the key concepts to the real-world issues 


Checklist: Measures of economic activity, 
well-being, economic inequality and poverty 

There are sevi! partly overlapping measures of these 
important economic variables They are all listed 

here with summary definition of cach, to help you. 
distinguish between them and avoid confusion, 


Checklist: Calculations at SL and HL 
The IB Economics syllabus provides detailed 

mation on all calculations that you should be able 
to perform, at both SL and HL. This checklist lists all 
these calculations so that you can easily go through 
them to make sure that you understand what they are 
and check them off as you go through practice exercises 
You will fnd numerous practice exercizes in the Test 
‘Your Understanding questions in the book 


Checklist: Policies for Paper 3 (HL only) 
One of the questions in Paper 3 asks 
recommend a policy in order to addr 
sue. This checklist includes all policies that are 
included in the IB Economies syllabus, along with 
the shaper where the policy is discussed. By going 
thing this list you can easily check of that you 
sve familiar with all the policies that you may be 
required to recommend in Paper 3, You will find 
numerous questions relating to policies în the Test Your. 
Understanding questions as well as in Inguiry and 
Reflection activites In addition your teacher may give 
you policy questions from the teachers resource. 


Important diagrams with tips on how to 
use them 

The IR Economics e libus provides a detailed list of 
all diagrams that you need to understand and draw. 
Here you wil iad all these diagrams reproduced and 
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organized by chapter and toic within each chapter, 
with a note if the diagram is HL only. In addition for 
‘each diagram there i tip on what you should be able. 
to illustrate by use of the diagram in question. Your 
teacher can give you practice questions with diagrams. 
from the vachsr's resource. 


Quantitative techniques 

‘This section contains all the quantitative techniques 
you need to understand in order to excel in your 

1B Economics course, It enables you to review 
everything from percentages and percentage changes to 
understanding the essentials of relationships between 
‘variables, and interpreting and constructing diagrams. 
and graphs 


Paper 1 (HL and SL) 

Here you will fnd sample questions for this paper at SL 
and HL, corresponding to cach chapter in the book, 
Covering ll the chapters Your teacher can provide you 
With markschsrnes that are included in the teacher’ 


Paper 2 (Hi. and SL) 

Here you wil find two complete Paper 2 question 
Going through these carefully will provide you with a 
ood idea ol he structure of this paper. Your teacher 
Gan provide you with markschemes that are included in 
the teachers resource 


Paper 3 (HL only) 

In this part you will find two complete Paper 3 
questions Going through these carefully will allow you 
to understand how this papers structured, Your teacher 
can provide you with markschemes that arc included in 
the teacher's resource. 


Supplementary material 
This is an extension of the material in the book, It 
includes a number of topics that are not required 
material, but that may be of interest to students who 
ovid libe to gain a deeper understanding of some 
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4 Economies is a social science in which there is ^e; dependence between people who interact with 
‘each other to improve their economie wells ny, and who are influenced and empowered by their 
‘ales and natural surroundings, 


4 TW 


iconomie world is dynamic and «ject to continuous change. 


Economie theories are founded ri, ve principles of logic complemented by empiri 
build models that try to explain cur complex economic world, Individu 
display motivations and bel. ours that are complex and varied. The 
the contribution of savaia. oisciplines that interact with economi 
polities and history. 


| data, used to. 
nd groups of individuals 
urs standi tated by 
iur» psychology, philosophy, 


4 Economie decisio raking is central to determining the relative onomie well-being of individuals 
and societies, 


S. The key pn biom of economics derives fram scarcity, whic necessitates choice, This in turn leads all 
econor e: vo confront trade-offs, opportunity costs a*s she challenge of sustainability. 


& Eesnemie thinking faces a number of debates, Among the most important of these is the del 
between economic growth and equity, and tht «isate between free markets (and their efficiency) 
and government intervention. 


* Unlimited economie growth based on the use ef nile resources cannot continue indefinitely. 
Established theories and approach: i= the issue of economic growth are being challenged by 
new models and social movement. wiin a view to redesigning the economy to support long-term 
prosperity 
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^ Chapter 1 
The foundations 


* As you begin this course, you muy already have an idea of "economics. 
What do you think the subject is about? 


+ Sciences like physics, biology and chemistry are examples of ‘natural sciences 
Anthropology, psychology and economics are examples of social sciences 
In what ways do you think natural and social sciences are similar and in what ways are they diferent? 


+ What do you think the purpose of government should be in society? 


Chapter 1 of this book is an introduction to the socal science of economics. We will 
discover the meaning of economics, and will discuss key concepts forming the basis of the 
sconomic ive of the world, We will sce how economists use models and theories 
to analyse economie problems, and will also learn about the organising principles of 

market, planned and mixed economies, The chapter will end with an account of famous 
economists who made important contributions 


economie thought 
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1 The foundations of economics 


1.1 Understanding the 
nature of economics 


Economics as a social science 


The social nature of economics 


The social sciences are academie disciplines that study 
human society and social relationships, They are 
concerned with discovering general principles describing 
how societies function and are organised, The social 
sciences include anthropology, economics, political 
science, psychology, sociology and others. 

Economies is a social science because it deals wi 
human society and behaviour, and particularty those 
aspects concerned with how people organic their 
activities and how they behave to satisfy their needs 

and wants. It is a social science because its approach to 
studying human society is based on the scientific method. 
which we will consider below 


Microeconomics and macroeconomics 


The study uf economics breaks down the economie 
\world into two levels One ofthese is ike looking at the 
economie world through a microscope, while the other is 
like looking at it through a telescope, 


* Themicro level, called microeconomics, examines 
the behaviour of individual decision-making units 
in the economy. The two main groups of decision- 
makers we study are consumers (or households) and 
firms (or businesses). Microeconomics is concerned 
with how these decision-makers behave, how they 
make choices, what are the consequences of their 
decisions and how their interactions in markets 
determine prices (Micro comes from the Greek 
word 196 or micrò, meaning small.) 

^ The macro level, called macroeconomics, examines 
the econosny asa whole to obtain a broad or 
veri! picture of the economy, Macroeconomics 
uss agaresates, which are wholes or collections of 
many individual units, such as the sum of consumer 
behaviours and the sum of firm behaviours, and 
total income and output of the entire economy, as 
Well as total employment and the overall price level. 
(Macro comes [rom the Greek word pibpoz or 
makros, meaning lange.) 


"The ideas and principles that are developed in 
microsconomies and macroeconomics are th 
building blocks that economists use to study m 
specific arcas of economics Some of these areas 
‘are studied at the micro level, such as market failure 
(Chapters 5-7) and c hers at the macro level, such as 
"unemployment and inflation (Chapter 10) In addition, 
the ideas and pemciples developed in microeconomics 
and macsoseenomics are applied to the study of many 
other areis, such as International economics and. 
Development economics, which you will discover in 
Unit 4 of this book, 


J 


Key concepts of this course 


"The concepts listed below will be discussed in a number 
of different contexts in your study of economies While 
‘economists agree on the definitions of each of thes, 
there are debates over how some of these concepts 
should be interpreted or applied, especially in connection 
With formulating appropriate economic policies to 
address important econome objectives. You will 
encounter many of these as you read this book. 
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Searcity 
(One of the most important concepts in economics, 
scarcity, refers to ths idea that resources are insufficient 
‘human needs and wants In fact, it 
Were no scarcity, there would be no 
ience of economics. This is because economics is 
the study of how our scarce or limited resources can best 
be used in order to satisfy the unlimited needs and wants 
of human beings, 


Choice 
In à very important sense, economics is the suy of 
choice Since resources are scarce, it is not possible 

for all human needs and wants to be sisted, This 
means that choices must be made about what wil be 
produced and what will be foregone (not produced and. 
therefore sacrificed), Economies studies how dilerent 
decision-makers make choices between competing 
alternative options, and uzalyses the present and future 
consequences of their choices. 


Efficiency 
Ethicieney efer to making the best possible use of 
scare resources to moid resource waste. In view of 
the sovecity of resources, it is important to use these 
in yay that ensure they are not wasted, In part, 
eificiency means using the fewest powible resources 
{o produce goods and services, But, in addition, t 
requires that scarce resources are used to produce the 
goods and services that mostly satisfy society's needs 
amd wants. This is known as allocative cficleney 
used as a benchmark or standard to determine the 
appropriateness of economie actions from the point of 
View of minimising resource waste. 


Equity 

Equity is the iden of being frir or junt, Equity is not the 
same as equality, whch isthe sameness of treatment or 
outcomes for pepe or groups ol people in a society. 
Fairness iss normative concept (to be discussed ltr) 
bce ideas of what is faie vary according to bee, 
valucjdeements and ideologies In economies, the ide: 
cuit and inequity are usally identified with equity 
‘ua inequality, and are used mostly in connection with 
equality in the distribution of income, weai d human 
opportunity In all economic system these Linds of 
inequities or inequalities ane present both vin and 
Between sites, and are significant ses as many people 


cannot meet thei basie needs and lack opportunities 
‘There such debate among economists on how much 
and what types of government intervention in markets are 
appropriate in order to address these issues effectively, 


Economic well-being 

Economie well-being is a concept that has several 

different dimensions It refers to levels of prosperity, 

economic satisfaction and standards of living among the 

members of a society, Economic well-being includes: 

^ security with respect to income and wealth, having a 
job and housing 

the ability to pursue ones goals, work productively 
and develop one's potential 

* the ability to ave a satisfactory quality of life, 
Which includes numerous factors such as health, 
education, social connections, environmental 
quali, personal security 

f ule ability to maintain all of the above over time! 


‘There are very significant variations in levels of economic 
wellbeing both within nations and between nations 


Sustainability 
Sustainability refers to the long-term maintenance or 
‘viability of any particular activity or policy. In economix, 
itis most commonly used to refer to the ability of the 
present generation to satisfy its need by the use of 
resources and especially non-renewable resources, without 
miting future generations’ ability to satisfy their own 
needs The problem aries because the present generation. 
at any moment in time engages in many economic 
activities of production and consumption that too ofen 
destroy or degrade (lower the quality of) the environment 
and non-renewable resources, The result of such activities 
is that futura generations will be penalised. Therefore 

the sane is how to develop methods of production and 
Patteri of consumption that will not result in such 
feavironmental and resource destruction and degradation. 


Change 
‘Panta rhe is a famous saying by the Greek 
philosopher Heraclitus, that means everything flows’, 
Heraclitus taught that change is an essential part of life. 
This idea is very important in economies where much 
of what we study is in a continuous state of change. 

In economics, we can distinguish between the idea of 
change: i) in economic theory and (i) in real-world 


"OECD Framework fr Sait c the Distribution of Household Income, Consumption nd Wealth, Chapter 2 Economic wellbeing 


‘OECD 2013 


‘> 
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events. In economic theory, ecunomiss very often study 
change between one situation and another situation 
that has been caused by a change in one or more 
variables Iis important lo bear this in mind in your 
study of economics as you will often be asked to analyse 
and evaluste this kind of change in a large variety of 
contexts, Regarding the study of real-world phenomena, 
the world is characterised by continuous change in the 
instituuonal, technological, social, political and cultural 
environments in which economic events occur, 


Interdependence 
Interdependence refers to the idea that economic 
decision-makers interact with and depend on each 
other. Such interdependence occurs on all levels, from 
individuals, to communities, to nations and to groups 
of nations Interdependence arises from the fact that no 
‘one is self-sufficient, requiring ever-increasing degrees 
of interactions and interdependence. Consumer 
workers, firms, governments and all other individuals 
or groups of individvals depend on one another for the 
achievement of thei economic goals, With increasing 
lobalisation (which refers to the interactions and. 
integration of economies world-wide), interdependence 
increases In highly interdependent work, events in 
one pat give rise to many and possibly unintended 
consequences in other parts, with outcomes that canoot 
vay be predicted or discovered by looking at le 
constituent parts in isolation. Economists must therefore 
take into consideration both intended and un 
consequences of economie decisions and o 
degree of interdependence. 


Intervention 
In economies intervention typically refers to government 
intervention, meaning that the government becomes 
involved with the workings of markets, While markets 
offer numerous advantages asa way to achieve important 
economic objectives, it is generally recognised that 
markets on thets own often cannot achieve important 
societal goals, such as the goals of equity, sustainability 
economic well-being or efficiency. When this occurs, 
whether at the micro or macro levels, there may be 
ood reason for the government o intervene in order to 
correct for the markets deficiencies. However, economists 
and policy-makers often disagree widely on the need 

For, degree and method of intervention that is necessary. 
A key debate that you will repeatedly encounter in 

Your studies of economies involves i» advantages 

and disadvantages of free markets versus government 
intervention 


The fundamental problem of 
economics: scarcity and choice 


The problem of scarcity. 


The term “economics is derived from the ancient 
Greek expression ofkov véyeiv (oikon nemein), which 
originally meant ‘one who manages and administers 
all matters relating to a household. Overtime, this 
expression evolved to mean ‘one who is prudent in 
the use of resources’. By extension, economics has 
come to refer to the careful management of society's 
scarce resources to avoid waste. Let's examine this idea 
more carefully 


Human beings hive very many needs and wants. Some 
‘ofthese are satisfied by physical objects and others by 
‘non-physical activities AN the physical objects people 
need and want are called guod (food, clothing, houses, 
books computers, cars, televisions, refrigerators and 
so on), the non-physical activities are called services 
(education, health cure, entertainment, travel, banking, 
insurance and many more), 


"The study of economics aries because people's needs 
and wants are unlimited, or infinite. Whereas some 
individuals may be satisfied with the goods and services 
they have or ean buy, most would prefer to have more 
more and better computers, can, educational services, 
transport services housing, recreation, travel and so on, 
the list is endless. 


Yet itis not possible for societies and the people within 
them to produce or buy all the things they want. Why 
is this wo? Ti bovsuse there are not enough resources, 
Resources are he inputs used to produce goods and 
services wanted by people, and for this reason are 

ilio known as factors of production. They include 
things like human labour, machines and factor 

‘and ‘gifts of nature lie agricultural land and metals. 
inside the earth. Factors of production do not exist in 
unlimited abundance: they are scarce, or limited and 
insufficient in relation to unlimited uses that people 
have for them. 


‘Scarcity is a very important concept in economics, It 
arises whenever there is not enough of something in 
relation to the need for it. For example, we could say 
that food is scarce in poor countries, or we could say 
‘that clean air is scarce ia a polluted city. In economics, 
scarcity is especially in:portant in describing a situation 
of insufficient factors af production, because this in turn. 
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leads to insufficient goods and services. Defining scarcity, 
Wwe can therefore say that 


‘Scarcity is the situation in which available 


resources, or factors of production, are finite, 
whereas wants are infinite. There are not enough 
resources to produce everything that human 
beings need and want, 


Why scarcity forces choices to be made 


"The conflict between unlimited wants and scarce 
resources has an important consequence. Since people 
cannot have everything they want, they must make 
‘choices, The classic example of à choice forced on society 
by resource scarcity is that of "runs or butter’, or more 
realistically the choice betwee producing defence goods 
(guns, weapons, tanks) or food: more defence goods 
mean less food, while more food means fewer defence 
goods Societies mnst choose how much of each they 
Want to have. Note that if there were no resource scarcity, 
a choice would nol be necessary since society could 
produce as much of each as was desired, But resource 
Scarcity forces the society to make a choice between. 

anadbibie alternatives, Economics is therefore a study of 
choices 


The confit between unlimited needs and wants, und. 
scarce resources has a second important conzcuence. 
ince resources are seance, it is importan: to avoid waste 


in how they are used, If resources are not used effectively 
and are wasted, they will end up producing less: or they 
may end up producing goods and services that people do 
not really want or need. Economies must try to find how 
best to use scarce resource so that waste can be avoided, 
Defining economics, ween therefore ay that: 


Economies is the study of choices leading to the 
best possible use of scarce resources in order to 
best satisfy unlimited human needs and wants 


As you can see from this definition of economics, 
enomists study the world from a social perspective. 

ith the objective of determining what ism society's best 
interests 


Think of some of your most important needs 
and wants, and then explain whether these 
are satisfied by goods or by services. 


Outline why economics is a study of 


choices. Describe its relationship to scarcity. 
Outline how scarcity îs related to the need 
to avoid waste in the use of resources, 


Explain why diamonds are far more 
expensive than water, even though 

diamonds aro a luxury while water isa 
necessity without which we cannot live. 


Scarcity and sustainability 


The meaning of sustainability 


Economie activities in many (if not most) countries 
fare often achieved at the expense of the natural 
environment and natural resources, Economic 
growth. which involves increases in the amount of 
itoods and services produced, very often results 
increased air and water pollution, and the destruction 
‘or depletion of forests, wildlife and the ozone layer, 
among many other natural resources. Increasing 
awareness of this issue has given rise to the concept 
‘of sustainable development, defined as development 
Which meets the needs of the present without 
compromising the ability of future generations to 
meet their own needs! 


Sustainable development occurs when societies grow and 
develop without leaving behind fewer or lower-quality 
resources for future generations If we, in the present, 
‘use up resources al a rate that leaves fewer or lower- 
‘ually resources behind, we are satisfying our needs 
and wants now at the expense of people in the future, 
who with fewer or lower-quality resources will be less 
able to satisfy their own needs and wants If we change 
the global climate and use up clean air, seas and rivers, 
forests and the ozone layer, we put future generations at 
a disadvantage and even in danger. 


Brundtland Comission (Weda 


Comision on Environment and Development (1987) Our Comman Future, Oxford Urseraty rez 


ku 
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Using the definition of sustainable development, we can. 
see that sustainability or suctamable resource use involves 
using resources in ways and at rates that do not reduce. 
their quantity or quality over time. As a rule, this erm 
is used with reference to renewable resources, or those 
kinds of naturat resources that are able to reproduce 
themselves (such as forests, fish and sea life, air quality, 
the fertility of the soil), Sustainable resource use does not 
mei at these kinds of natural resources should rot be 
used at all, but rather that they should be used at a rute 
that gives them enough time to reproduce themselves, 

so that they can be maintained over time in ternis of 
quantity and quality and not be destroyed or depleted. 


is clear that the issue of sustainable tise of resources 
rises from the fact that these resources are scarce 

I they were not scarse, it would not matter at all how 
fast we used them or destroved them as there would be 
plenty more. 


Sustainability refers to maintaining tho ability of 
the environment and the oconomy to continue 
to produce and satisfy needs and wants into 

the future; sustainability depends crucially on 
sustainable resource use, referring to the 
preservation of the 

Tho problem of sust 


Threats to sustainability do not only resu from high- 

icome production and consumption patterns that 
rely strongly on polluting fossil fuch as well as other 
activities that destroy the environment. In additio 
very poor societies, threats to sustainability often arise 
from poverty itself, which drives very poor people to 
destroy their natural environment as they make efforts 
to survive. Examples include cutting down forests, 
overgrazing, soil erosion and many more. In all these 
Cases, there may be an unsustainable use of resources, 
as fewer and lower-quality resources are eft behind for 
future generations 


White virtually everyone today agrees on the importance 
‘of sustainability, there is vast disagreement about what 
this means from a practical point of view, and bow this 
can be achieved in practice. We will discuss the aue of 
sustainable resource use and policies to achieve this in 
Chapter 5. 


EST.VOR UNDER 


ANDING 1.2 


Explain the relationship between scarcity 
and sustainability. 


Consider the following: ‘Dangerous levels 
of industrial air pollution in India reduce life 
expectancy by seven years for 40% of its 
population. This refers to the people living in 
the states of the Indo-Gangetic plain, where 
pollution has increased by 72% in a period 
^f 18 years. The population of Delhi faces 
an average loss of 10.2 years, The publicis 
outraged, The government has begun to 
respond to this public health emergency ^ 


^^ Research an example of a challenge 
India faces and outline how it is a threat 
19 sustainable development. 


Describe how India's rapid economic 
growth impacts its future generations 


Resources as factors 
of production 


‘We have seen that resources, or all inputs used to 
produce goods and services, are also known as factors 
of productio 


The four factors cf production 


Economists group the factors of production under four 
broad catepan: 


+ Lond consists of all natural resources, including all 
agricultural and non-agricultural land, as well as 
everything that is under or above the land, such as 
minerals, oil reserves, underground water, forests, 
rivers and likes, Natural resources are also called 
‘gifts of nature, 

‘+ Labour includes the physical and mental effort that 
people contribute to the production of goods and 
services The elforts of a teacher, a construction 
Worker, an economist, a doctor, a taxi driver or a 
plumber all contribute to producing goods and 
services, and are all examples of labour. 


Pbips/vimodisisdey ifediaioryioluton fom gunjab-to bengal-A- core people may die 7-yen-entipbuballinct lot 


study erase 2019-101 
tesa 


míndis pallan 
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Capital, also known as piosical capital, is a man- 
made factor of production (itis itself produced) 
used to produce goods and services Examples of 
physical capital include machinery, tools, factories, 
buildings road systems, airports, harbours, 
electricity generators and telephone supply lines 
Physica capital is also referred to as a capital good 
or investment good. 

^ Enireprencurship (management is a special human. 
skill posessed by some people, involving the 
ability to innovate by developing new ways of 
doing things to take business risks and to seek new 
‘opportunites for opening and running a busines. 
Entrepreneurship organises the oder three factors 
ff production and takes on the risks of success or 
failure of a business. 


Other meanings of the term ‘capital’ 


The term ‘capita’ in the most general sense, refers to 
resources that can p'oduce a future stream of benefits. 
Thinking of capital along these lines, we can understand 
Why this term has a variety of diferent uses, which 
although ave seemingly unrelated, in fact all stem from. 
this basic meani 


^ Physical capital, defined above, is one of the four 
ors of production consisting of man-made 
inputs that provide a stream of f 
the form of the ability to produce ities 
of output: physical capital is used to produce more 
goods and services in the future. 
^ Human capital refers to the is, abilities and 
knowledge acquired by people, as well as good levels 
‘of health, all of which mile them more productive. 
Human capital provides a stream of future benefits 
because it increases the amount of output that can 
be produced is the future by people who embody 
skills, education and pood health 
^ Natura! capital, also known as environmental 
capital. refers to an expanded meaning of the 
factor of production Tand (defined earlier), It 
ludes everything that is included in land, plus 
udditional natural resources that occur naturally 
in the environment such as the air, biodiversity. 
soil quality, the ozone layer and the globa! cliraate. 
Natural capital provides a stream of fature benefits 
because it is necessary to humankind ability to live, 
survive and produce in the future, 


^ Financial capital refers to investments in financial 
instruments, like stocks and bonds, or the funds 
(money) that are used to buy financial instruments 
Financial capital also provides a stream of future 
benefits, which take the form of an income for the 
holders, or owners, of the financial instruments 


EST YOUR UNDERSTANDING 1 3 


1 a Outline why resources are also called 


"actors of production’ 
b Identify the four factors of production 


Outline how physical capital differs from the 
other three faciors of production. 


Describe why entrepreneurship is 
considwrad to be a factor of production. 
separate from labour. 


A a Identify the various meanings of the 


torm ‘capita 


b Outline what they have in common. 


Scarcity, choice and 
opportunity cost: the 
economic perspective 


Opportunity cost 


^s defined as the value of the next best 
must be given up or sacrificed in order 
to obtain sotnething che, Every time we choose to do 
something, we give up something cle we could haye 
done instead. For example, your decision to read this 
book now means you have given up a different activity, 
such as sleeping, watching TV or visiting a friend. If 
your best or favourite alternative to reading this book 
is watching TY, the TV time you have sacrificed is the 
opportunity cost of reading this book. Opportunity 
‘ost in this case rises from the fact that time is limited 
or scarce: if it were endless, you would never have to 
sacrifice any activity in order to do something else. 
When a consumer chooses to use her $100 to buy a pair 


‘of shoes she is also choostag not to use this money 
o buy books, food or anything else; if books are her 
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favourite alternative to shoes the books she sacrificed 
(did not buy) are the opportunity cost of the shoes Note 
that if the consumer had endless amounts of money, she 
could buy everything she wanted and the shoes would 
have no opportisity cos, 


The concept of opportunity cost, or the value of 
the next best alternative that must be sacrificed 


te obtain something else, is central to the 
economic perspective of the world, and results 
{rom the scarcity that forces choices to be made. 


TEST YOUR UNDERSTANQHG 1.4 


Define opportunity cost. 


Explain how searcity and choice relate to 
‘opportunity cost 


‘Think of three choices you have made 
during the past woek and describe the 
‘opportunity cost of each one. 


Frae and economic goods 


‘used on the concept of opportunity cost, we can make. 
a distinction between free goods and economie goods 
note that the term "good is used herein» general sense 
To include pods, services and resources. 


A free good is any good that is not seas, and therefore 
has a zero opportunity cost. Since i is not limited 
by scarcity, it includes anything that can be obtained 
Without sacrificing something; else, An economie good is 
any good that is scarce, either because itis a natural 
occurring scarce resource (such as oil, gold, coal, forests, 
lakes) or because n produced by scarce resources, 

All economie goods have an opportunity cost greater 
than zero. 


Free goods are rare, Sometimes a good cun be a free 
good i certain situations and an economie pood in 
fibers For example, arable land in America before 
European colonisers arrived was a free pood becuse it 
was so abundant; as the colonisers grew in numbers it 


became increasingly scarce and therefore an economic. 
good. Salt vsed to be a free good that has become 

an economie good. Oxygen in the open unpolluted 
cousiteyside can be a free good in a room with no 
windows that is crowded with people, it becomes an 
economic good. Unobstructed sunshine is also a free 
good in many situations 

1 is important to distinguish free goods from goods or 
resources that are available free of charge to their users 
‘There are two categories of goods that are available free 
of charge, but which do have opportunity costs and are 
therefore economic goods: 


+ goods provided by the government, such as the 
road system, public parks and playgrounds, free 
education, fre liath care services; all these are 
economie goods produced by scarce resources, and 
‘re paid oc out of tax revenues (sce Chapter 6 

^ certiin natural resources, such as clean ait, forests, 
rivers, lakes and wildlife, that are not owned by 
uone (they are called common pool resources, these 
are also economie goods because they are scarce, 
‘and are becoming increasingly scarce due to overuse 
‘and depletion (see Chapter 5). 


EST YOUR UNDERSTANDING 1.5 


Explain the difference between a free good 
and an economic good. 


Identify which of the following goods are 
"(ree goods’ arid explain why: 


public parks 
sand in the Sahara desert 
garbage collection 

{roe health care services 


© wildlife 


Why do you think free goods are rare? 
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1.2 The three basic 
economic questions: 
resource allocation 
and output/income 
distribution 


LEARNING OBJECTIVE 


The basic economic questions: 
what/how much, how and for 
whom to produce 


Scarcity forces every economy in the world, regardless of 
its form of organisation, to answer the following three 
basie questions 


© Whats much to produce, AlI economies must 
choose what particular goods and services and what 
‘quantities of these they wish to produce. 

* Mow All economies must make choices 
on how to use their resources in order to produce 
goods and services, Goods and services canı be 
produced by use of different combinations of factors 
ff production (for example, relatively more labour 
with fewer machines or relatively rore machines. 
with less labour). by using different skill level of 
Jabour, by using different technologies or by using 
different raw materials, Dx example, plastic or wood. 


> 


* For whom io produce, All economies must make 
choices about how the goods and services produced 
are to be distributed among the population. Should 
everyone get an equal amount of these? Should 
some people get more than others! Should some 
anoods and services (such as education and health 
vare services) be distributed more equally? 


Resource allocation and output/income 
ibution 

The fist two of these questions, wiuhoy much 

o produced lv io ratu, Me bou revue. 

‘allocation, whe the Id, far o to produce, bot 

"hedera of pv amd come, 


Resource allocation sefers to assigning available 
resources, or factors of production, to specific uses 
chosen among many possible alternatives and involves 
anawering the whatthow much to produce and how 10 
produce questions, For example, if a whatrhow much 
10 produce choice involves choosing a certain amount 
of food and a certain amount of weapons, ans 
a decision is made to allocate some resources to the 
production of food and some to the production of 
‘weapons At the same time, à choice must be made 
bout how to produce: which particular factors of 
reduction and in what quantities (for example, how 
ch labour, how many machines, what types of. 
chines, tc) should be assigned to produce food, and 
which and how many to produce weapons 


Ira decisi 


is made to change the amounts of goods 
ich is more food and fewer weapons, 
edocti of resources. Sometimes, 
societies produce the wrong amounts of goods and 
services relative to what is socially desirable. 

example, i too many weapons are being produced, We 
say these is an overalloction of resources to production. 
of weapons. If too few socially desirable goods or. 
services are being produced, such as education or health 
vare, we say there is an underallocarion of resources to. 
the production of thee 


‘The third basic economie question, for wham Jo produce, 
involves the ditribution of output and is concerned 

With how much output different individuals or different 
groups in the population receive. This question is 

also concerned with the distribution of income among. 
individuals and groups i a population, since the amount 
‘of output people car got depends on how much of it 
they can buy, which a turn depends on the amount. 

of income they have. When the distribution of income 
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output changes so that diferent social groups now 
receive more, or less, income and output than previously, 
this is referred to as rodstribution of income. 


4 State the three basic economic questions 
that must be addressed by any economy. 


2 Explain the relationship between the threo 
basic economic questions, the allocation of 
resources and the distribution of income or 
output. 


3 Consider the following, and idontly. 
‘each one as referring to output/income 
distribution or redistribution; or to resource 
allocation, reallocation, overallocation or 
underallocation inate that there may be 
more than one answer), 


^ Evidenca suggests that over tho last 
two decades in many countries around 
the world the rich are getting richer and 
the poor are getting poorer, 


population receive 48% of total incon 


© Whereas rich countries typically 

spend 8-12% of their income on 
providing health care sei 

populations, many poor c 

le as 2-3% of their income. 


loping countries devote. 
large proportion af their government. 
budget funds te spending on university 
level education, while large parts of 
their population remain liter 


9 M countries around the world spent less 
on defence, they would be in a position. 
to expand provision of social services, 
including health care and education, 


f Pharmaceutical companies spend most 
of their research funds on developing 
medicines to treat diseases common 
in rich countries, while ignoring the 
treatment of diseases common in poor 
countries. 


Alternative ways to answer 
the economic questions 


‘Countries around the world differ enormously in the 
‘ways they make allocation and distribution decisions. 
At the heart of thei differences lie the methods used to 
make the choices required by the whatThow much, how 
and for whom to produce questions. There are two main 
methods that can be used to make these choices: the 
‘market method and the command method. 


Markets versus government 
intervention 


‘The meaning of government intervention in 
the market 

Tn the market method, resources are owned by private 
individuais or groups of individuals, and it is mainly 
consumers and firms (or businesses) who make economic 
decisions by responding to prices that are determined 

in markets (we will soe how this happens in Chapter 2). 

In the command method, resources (land and capital 

in particular) are owned by the government, which 
makes economie decisions by commanda. In practice, 
commands involve legislation and regulations by the 
government, or in general any kind of gover 
decision-making that affects the econon 


In the real world, there has 
is entirely a market economy or entirely a command 
economy. Real-world economies combine markets and 
commands in many dilfcent ways, and each country 

is unique in the ways they combine them. Economies 
may lean mors toward the command economy (as in 
planned cconomies of communist systems), or more 
toward the market economy (asin highly market- 
oriented economies). Whatever the case, in the last 40 
or vo years, there has been a trend around the world for 
economies lo rely more and more on the market and less 
‘on commands, 


When the government makes decisions that affect the 
economy, this is known as government intervention, 
because the government intervenes (or interferes) in 
the workings of markets Examples of government 
intervention include provision of public education, 
public health care, public parks, road systems, national 
defence, flood control minimum wage legislation, 
restrictions on imports anti-monopoly legislation, tax 
collection, income redistribution and many more. 
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Whatever the reasons for and types of 
government intervention in the market, 
government intervention changes the allocation 
of resources (and distribution of output and 
income) irom what markets would have achieved 
working er their own. 


‘Ths market economy offers important benefits that we 
Will discover in Chapter 2, Yet it does not always produce 
tne "best answers to the whatfhow much, how aud jor 
whom questions for many reasons to be discussed in later 
chapters Therefore, a market economy cannot operate 
effectively without some government jutsrvention, 


Whereas practically everyone agres that some 
government intervention in markeis is necessary, 
economists disagree widely over how much governments 
should intervene and how they should intervene. There 
tre two broad schools of thought on this issue. One 
focuses on the postive aspects of markets, while the 
other focuses on the imperfections of markets 


According to the ist perspective, economists argue 
that in spite of imperfections, markets are able to work 
reasonably well on their own, and can produce outcomes 
that ercrally promote society's well-being. Marke 
can achieve a reasonably good allocation of resources, 
‘answering the whar/hov much to produce and hv 10 
produce questions quite well. Government intervention 
changes this allocation of resources, and oen worsens 
it, giving rise to resource waste, Therefore, while som 
minimum ge intervention may be needed in 
certain situations, this should no! be very extensive 


According to the second school of thought, markets 
huve the potential to work vel, but in the real world 
their imperfections may be so important that they make 
government intervention necessary for their correction. 
This means that markets, working on their own, do not 
doa very pood job of allocating resources in society's 
best interests The purpose of government interventi 
therefore, is to help markets work better and arrive at a 


better pattem of resource allocation and distribution of 
income and output. 


Economic systems: free market 
economy, planned economy, mixed 
economy 


‘Mis suggested that you reread this section after reading 
Chapters 2 and 4-7, as you will then be hetter able to 
imderstand it. 


"The market and command methods to answer the basic 
economic questions discussed above can be thought of 
as two ideal types of economies a free market economy 
based on the market approach and a planned economy 
based on the command approach, An ideal type is an 
abstract idea that doss not claim to represent the real 
world, but rather contains some characteristics that serve 
as a standa for comparison of real-world situations 
(Note that an ideal type is not “ideal” in the sense of 
perfect or excellent) As we abo discussed above, real- 
"NOH economies combine markets and commands in 
many different ways, resulting in mised economies, 


The ideal-type free market and planned economies are 
distinguished from each other on the basis of three criteria, 


* Resource ownership: public or private sector 
Ownership of society resources can be ‘public 
vor private The public sector refers to the parts of 
the economy that are under the ownership of the 
government (whether l or local 
‘The government i also sometimes referred to as 
the sate’, The rite sector includes the parts 
‘of the economy that are under the ownership of 
private individuals or groups of individuals; these 
include consumers (households) firms (businesses) 
and resource owners, as well as organisations such 
a4 NGOs (non-governmental organisations) and 
interest groups (for example, consumer protection 
organisations). The free market economy has private 
sector resource ownership, and the planned economy 
has publie sector resource ownership. 


1 Identify some more examples of cammand methods (government intervention) in mat 


t economies. 


2 Outline the main source of the disagreement between those who argue there should be little 
government intervention in the economy and those who argue that government intervention should. 


be more extensive, 
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* Economic decision-making 
Economic decisions and choices regarding the wha! 
Hens much, how ad for whom questions can be made 
by the publie sector, Le the government, ar by the 
private sector: There are many private decision-makers 
as notad above, but the most important of these 
are consumers (household), firms (businesses) and 
resource owners, The free market economy has private 
near economic decision-making and he planned 
economy has public vector economie decision-making 


+ Rationing systems 
The term rationing! can be defined as a method used 
o apportion or divide something up between its 
interested users In economics, it retis to the method 
used to make resourve allocation and output/income 
distribution decisions There «re two kinds of rationing 
systems price rationing und non-price rationing, 


©The free market economy uses price rationing 
o make resorte allocation and outputlincome 
distribution decisions, This means that all 
economie decisions relating to what will be 
Produced, how it will be produced, and who 
‘will receive the output are made on the basis 
‘of prices of goods, services and resources that 
have been determined in markets 

© The poved economy uses non-prie rationing 
Vo make resourealloation and outpuliicime 
distribution decisions This means that ll decisions 
lating to whahow much will be produced, how it 
Wil be produced, and who wil cere the output, 
are made by use of ethers that have nothing to 
do with pres determin in markets Non-prce 
‘rationing results he there are no markets or 
when governments trfere i markets in which 
case the goverment acts as a central authority and 
makes econ decisioni by commands, 


Both price rationing and non-price rationing will become 
much clearer to you after you have studied Chapter 2. 


In tbe free market economy households and firms (the 
private sector) are the main owners of resources, as well 

as the economic decision-makers who make buying and 
Sling decisions and who are linked together in product 
lind resource markets, As we will see in Chapter 2, product 
and resource markets determine prices of ports services 
and resources, which act as the basis of price rationing. 


"The planned economy is characterised by the absence 
of markets or the limited operation of markets 
As the owner of resources and economic decision-maker, 


the government makes all allocation and distribution 
decisions through non-price rationing. This is called a 
planned economy because the government authority 
makes detailed plans of all economic activities, on the 
bass of which it directs and coordinates economic 
decisions through commands There remain very few 
countries in the word that are stil highly centrally 
planned: these include North Korea and, toa lesser extent, 
Cuba. Most other countries have begun to introduce 
major reforms intended to strengthen the roke of markets 


In the real world, virtually all economies combine. 
‘lements of both markets and commands. Differences 
ween actual economies lie mainly in the ways the 
Ino are combined and ia the degree to which one 
predominates, For this reason, most economies in the 
World today are is 


The mixed economy and 
mixed market economy 


Increasingly, mixed economies are becoming 

mixed marker economies, That is, most economie activity 
is market-based based rather than centralised, and price 
rationing is more common than non-price rationing. 


In mixed market economies, public or private sector 
ownership and decision-making often go together, For 
example, privately owned firms usually make decisions 
about what and how they will produce and sell, while the 
government makes decisions about economie activities 
‘that fall under its ownership (such as public health 
services, public road «ystems, public park defence 

facilities and many others) 


However, the government's decision-making role in 
he mixed market economy is not limited to activities 
falling under its ownership: it also extends into private 
sector activities. For example, the United States, one 

ol the more market-oriented countries in the world, 

bas government decision-making that affects the 

private sector in numerous areas such as minimum 

wage legislation, subsidies for agricultural products, 
{nfs on imports, regulation of private sector activities, 
anti-monopoly legislation, tax collection, income 
redistribution and many otbers, All mixed market 
economies, in fact, have government involvement with 
the private sector that is either a response to the failure 

fof the market mechanism to work well, or in response 

to the demands of politically powerful interest groups 
‘We will examine povsrnnent intervention in the market 
extensively for bot these sets of reasons in later chapters 


AWI be introduced in Chapa 2 as a sylabus tarm: 


di 
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Government involvement in the private sector varies 
widely from country ta country in extensiveness, For 
example, the free market plays a more prominent role in 
the United Kingdon: and the United States compared 
to France and Japan. Also, government involvement in 
the private sector varies in the form that it takes. For 
‘example, in due Nordic countries (Denmark, Finland, 
Iceland, Norway and Sweden), there is extensive 
governinent intervention in income redistribution: i 
Japaa, extensive government intervention takes the form 
of planning and coordinating private sector activities. 


In mixed market economies, both price and noa-price 
rationing can be observed, but with price rationing 
predominating, In gencral, price rationing arises in 
situations where there is a market for resources, goods 
and services. If there is no market (or if markets are not 
free because of government intervention), then some 
form of non-prce rationing oscurs For example, when 
{governments in market economies provide national 
defence, public health are systems, public road systems 
and flood contro, they do not rely on price rationing to 
determine resource allocation and output distribution, 
tnd the role of the government agencies that plan and 
provide these services is similar to the role of the central 
planner, Consider the case of national health systems, 
Where the government, through tax financing, undertakes 
to provide health care service that are made available 
io the entire population fee (or nearly fre) of change- 
ince there is no price charged to the consumer who 
receives a service, some mechanism other than price, e. 
non-price rationing must be used to distribute the service 
among its users. The most commonly used non-price 
mechanism is the waiting line or waiting period (queue). 


There have been significant changes over time in the 
relative prominence of private versus publie sector 


~\ 


Resource ownership private sector 


‘1 identify the basic economic questions that 
must be answered by 


a free market economies, 
b command economies, and 
© mixed economies, 


2 Use the criteria appearing in Table 1.1 
to compare and contrast the main 
characteristics of the market and command 
economies, 


3^ Outline why the command economy is also 
referred to as a centrally planned economy. 


4 Compare and contrast the methods by 
whieh allocation and distribution choices 
ove made in the market economy and the 
command economy. 


the difference 
ioning and non-price 


rationing. 


b Describe the functions of th 
rationing mechanisms. 


two 
© Identify the kind of economic system in 
Which each one predominates. 


b Deseribe exampl 
mixed economies. 


of command practices in 


7. Outline why most economies in the world 
today sre mixed market economi 


publie sector. 


public and private sectors 


Economie decision-making | private se 


[public vector public and private sectors 


Rationing system price ratiening 


non-price rationing | price rationing and 


hhon-price rationing 


Table 1.1: Free market, planned and mined economies. 


> 
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activities During much of te 20th century, many 
countries throughout the world saw major increases 

in government participation in economie decision- 
making. Since the 1980, there has been a shift once 
again in the direction of less publi sector involvement 
and a corrspoading growth in private sector activities. 
Tn many couatries around the world, including both 
more developed and less developed ones, the increasing 
importance of market-based activities has been due 19 
the growing popularity of many supply-side economic 
policies (to be discussed in Chapter 13), as well a 
‘recognition of the limitations of central plysning 
Table 1.1 provides a summary of the three criteria as 
they apply to ach type of economy 


Evaluating the free market economy 
and planned economy (Supplementary 
material) 


The interested student may explore this topic in the 
digital coursebook 


1.3 Understanding the 
world by use of models 


LEARNING OBJECTIVE 
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Everyone is familiar with the ideu of a model, As 
children, many of us played with paper acroplanes, 
which are models of real aeroplanes In chemistry 

at schont, we studied molecules and atoms, which 

are models of what matter is made of. A model is a 
simplified representation of something in the real world: 
it represents only the important aspects of the real worki 
being investigated, ignoring unnecessary details. This way 
it allows us to focus on important relationships: Models 
are used a Jot by scientists and social scientists in their 
efforts to understand or explain real-world situ 


Introducing the production 
possibilities curve model 


Consider a simple hypothetical economy producing 
only two goods: microwave ovens and computers 
This economy has a fixed (unchanging) quantity and 
quality of resources (factors of production) and a fixed 
technology (the method of production is unchanging). 
"Tuble 1.2 shows the combinations of the two goods 
economy can produce, Figure 1.1 plots the data of 
Table 12: the quantity of microwave ovens is plotted on 
the vertical axis, and the quantity of computers on the 
horizontal axis 


If all the economy's resources are used to produce 
microwave ovens, the economy will produce 40 
microwave ovens and 0 computers, shown by point A. 

IE all resources are used to produce computers, the 
economy will produce 33 computers and O microwave 
ovens; this is point E. All the points on the curve 
joining A and E represent other production possibilities 
"where some of the resources are used to produce 
microwave ovens and the rest to produce computers 


i) 
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26 25 
5 E 
0 ngr 


Table 1.2: Combinations of microwave ovens and 
computers 


or example, at point B there would be production 
‘of 35 microwave ovens and 17 compulers; at point C, 

26 microwave ovens and 25 computers, and so on. The 
line joining points A and E is known as the production 
possiblities curve (PPC) tor production possibility 
frontier, PPF), 

In order for the economy to produce the greatest possible 


output, in oiher words somewhere on the PPC, two 
conditions svit be met: 


+ M resources must be fully employed, This means 
that all resources are being fully used. If these 
Were unemployment of some resources, in 
Which case they would be sitting unused, the 
economy would not be producing the iximum 
it can produce, 

^ All resources must be used efile. Spec 
there must be efficient resource vse. The term 
"eliciency in a general sense means tha resources are 
bei used in the best posae way to avoid waste. 

(IE they are not used in tiis best possible way, we say 
there is 'ineficiency’.) Efficiency in production means 
that output is produced by use of the fewest possible 
resources: alternatively, we can say that output is 
produced i the lowest possible cost. IF output were 
not prodiced using the fewest possible resources, the 
economy would be wasting some resources. 


ll. 


‘The production possibilities curve (or frontie 
represents all combinations of the maximum 
amounts of two goods that can be produced by 
an economy, given its resources and technology, 
when there is full employment of resources and 
efficiency in production. All points on the curve 
are known as production possibilities. 


OU $8 om Bo 4 


computers 


Figure 1.3: Production possiblities cuve. 
What wouid happen if either of the two conditions (fll 
employment and efficiency) is not met? Very simply. 

ths sconomy will not produce at a point on the PPC: 

it wil be somewhere inside the FC, such as at point 

F. At F, the economy is producing only 15 microwave 
‘ovens and 12 computer, indicating that there is either 
‘unemployment of resources, or ineliieney in production, 
‘or both. If this economy could use its resources fully and 
ficiently, it could, for example, move to point C and 
produce 26 microwave ovens and 25 con 


However, in the real world no con 
produce on its PPC 


my is ever likely to 


An economy's actual output, or the quantity 
of output actually produced, is always at a 
int inside the PPC, because in the real world 


all economi rome unemployment of 


resources and some inefficiency in production. 
The greater the unemployment or the 
inefficiency, the further away is the point of 
production from the PPC. 


The production possibilities curve and 

scarcity, choice and opportunity cost 

The production possibilities model is very useful 

For illustrating the concepis of cari, choice and 

opportunity cast: 

+ Became of scarcity, the economy cannot produce 
onside its PPC, With its iced quantity and quality 
St resources and technology the economy cannot 
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move to any point outside the PPC, such as poi 
fon Figure I, because it does not have enough 
resources (i. there is resource scarcity) 

^ Because of scarcity, the economy must make a 
choice abt what particular combination of goods 
willbe produced, Assuming it could achieve full 
employment and efficiency, it must decide t which 
particular point on the PPC t should produce, 

{Un the real world, the choice would involve a peint 
inside the PPC) 

Because of scarcity choices involve opportunity costs. 
If the economy were at any point on the curve, it 
‘would be impossible to increase the quantity 
produced of one good without decreasing the 
quantity produced of the other pood. In other words, 
When an economy increases its production of one 
ood, there must be a svcice of some quantity of 
the other good. This sacrifice is the opportunity cost 


Let's consider the last point more carefully, Say the 
economy is at poiut C, producing 26 microwave ovens 
and 25 computers Suppose now that consumers would. 
like to have more computers It is impossible to produce 
more computers without sacrificing production of some 
microwave ovens, For example, a choice to produce 

31 computers (a move from C to D) involves a decrease 
in microwave oven production from 26 to 15 units, 
or a sacrifice of 11 microwave ovens The sacrifice of 

10 microwave ovens is the opportunity cost of 6 extra 
computers (increasing the number of computers from 
25 to 31). Note that opportunity cost scs when 

the economy ison the PPC (or move realistically, 
somewhere close to the PPC), IF the economy is at a 

point inside the curve, it can iverease production of 
both goods with no sacrifice, ence no opportunity cost, 
simply by making better ce of its resources reducing 
‘unemployment or increasing efliciency in production. 


The shape of the production 
possibilities curve 
in 


re 2a) the PPC shape is similar to that of 
LL while in Figure 1.2(b) itis a straight line. 
When the PPC bends outward and to the right, as in 
Figure 1.2(a), opportunity costs change as the sconomy 
moves from one point on the PPC to aot, In part (i), 
for each additional unit of computers that i produced, 
the opportunity cost, consisting of microwave ovens 
sacrificed, pets larger and large as computer production 
increases, This happens because of specialisation of 
factors of production, which ses them not equally 
utable for the production ol different goods and services. 


As production switches from microwave ovens to more 
computers, it is necessary to give up increasingly more 
microwave ovens for each extra unit of computers 
produced, because factors of production sulted to. 
microwave oven production will be less suited to 
‘computer production. By contrast, when the PPC is a 
straight line (as in Figure 1,2¢6), opportunity costs are 
constant (do not change) as the economy moves from. 
fone point of the PPC to another, Constant opportunity 
costs arise when the factors oF production are equally 
Well suited to the production of both goods, such as 

in the case of basketballs and volleyballs which are 
very similar to each other, therefore needing similarly 
specialised factors of production to produce them. As 
We can see in Figure 1.20), for each additional unit of 
volleyballs produced, the opportunity cost, or sacrifice 
of basketballs, docs not change. 


a Incremsing opportunity costs 


b Constant opportunity costs 


basketballs 


volleyball 


Figure 1.2: Production possibilities cuve with increasing 
and constant opportunity costs 


v) 
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Explaining economic growth by use of 
the production possibilities curve model 


Economic growth refers to increases in the quantity of 
output produced in an economy over a period of time. 
What are the causes of growth? We can find the answer 
to this question in the production possibilities model 


We hove seen that any economy is most likely to be actully 
situsted at some point inside is PPC, as it is very dificult 
for an economy ever to be fully eficient and have maximun 
employment of all resouross The further away an 

economy i situate from its PPC the greate 
unemployment and inellcieney. Therefore, by reducing. 
unemployment and increasing llicenc; u country moves 
closer to its PPC and increases the cial quantity of 
‘output produced. I follows that nsdzctionr m unemployment 
and increases in efficiency are nvo factory that can cause 
growth of actual output. In Figure L1, the movement 
from point A to point P iotrates actual growth 


However, reduction of unemployment and incfliciencies 
can only result in a limited amount of economic growth, 
As the economy moves closer to its PPC, the ability to 
achieve more growth is exhausted, and more growth can 
only occur if there in growth in production possi 
illustratsd by an outward shift of the PPC: An outvand 
silt of the PPC means the economy can produce more 
of both goods (Y and Y), shown in Figure 1.3) by the 
shifts from PPC; to PPC lo PPC, In this figure, the 
growth in production possibilities is acconpanied by 
‘outward movements of the economy's points of actual 
production, from A to B to C. 


3 Economic favah at an Economic growth asan 
increase in production 
possibilities caused by 
‘quantities ar Improvements 
"n resource quaity or 
technological improvements 


ERAN 
er 
B 


increase in actual output 
caused by reductions 

in unemployment and 
ineficiency i production 


The factors that ad to outward shifts of the PPC, or 
growth in production possibilities are 


‘+ inreasesin the quantity of resources (factors of 
production) in the economy 

‘+ improvements in the quality of resources (for 
example, through more educated labour) 


^ technological improvements 


As its production possibilities prow, unemployment 
must be kept at low levels and inefficiencies should be 
reduced to ensure that actual output continues to grow 
long with production possibilities, asin Figure 1.3(b). 
For example, an increase in the size of the labour force 
will do little to increase actual output produced if much 
of this labour remains employed (in this case the 
economy could remain stuck at point A even as PEC 
shifls to PCS) Similarly, the discovery of major oil 


Itis important to distinguish between actual 
growth, which involves a movement from one 
point inside the PPC to another point closer to 
the PPC, and growth in production possibilitios 
involving an outward shift of the PPC. Actual 
sed by reduction in unemployment 
in efficiency in production, 
caused 


growth ie 
and inco 
Growth in production possibilities 


by increases in the quantity of resou 
improvements in the quality of resourc 
technological improvements 


Decrease in production 
pe 


d  Norcparalel shits of 
the PPC 


prc 


Re PRE 


1 pasibitiee madel to illustrate economie growth 
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reserves may do little to expand actual output if these 
reserves remain unexpleited, or if their exploitation is 
undertaken ineliciesty. 


The PPC can lo sif inward, indicating a decrease in 
production possibilities, or that less of the two goods 
can be produced, as shown in Figure Lc). This 
results from a decrease in the quantity of resources or 
deterioration in resource quality. 


‘An outward ar inward shift need not be parallel; 
this is illustrated in Figure Ld). For example a 
technological change favouring the production of 

fons acd (1) increases the production of that good 
proportionately more. Similarly, an influx of unskilled 
Workers into a country results in a larger proportionate 
increase in the production of goods using relatively 
more unskilled labour. 


1 Consider the production possibilities data 
in Table 1.2 and Figure 1.1, If Ihe economy 
is initially at point A and moves to point B, 
‘computer production wili increase by 17 units, 


^ Calculate the opportunity cost of the 
Increase in computer production. 

b Ifthe economy moves from D to C, 
calculate the gain and its opportunity 


from point C to B, calculate. 
the gain and its opportunity cost. 


Use the concept of opportunity cost to explain 
hy the following two statements have the 
ime meaning: 


^ efficiency in production mers producing 
by use of the fewest possible resources 


b efficiency in production meat 
at the lowest possible cost. 


producing 


3 a Distinguish betvieen output actually 
produced and output on the PPC. 


© Outline why an economy's actual output 
is most likely to be located somewhere 
inside its PPC. 


4 Say an economy is initially at point F, 
‘producing 15 microwave ovens and. 
12 computers (Figure 1.1), State what would 
bbe the opportunity cost of moving to a point 
‘on the production possibilities curve, stich 
as point C, where it would be producing 26 
microwave ovens and 25 comp 


5 a Using diagramis), distinguish between 
actual growth and growth in production. 
possiblities 


bist the factors that can give rise to each 
of these. 


6 Use the production possibilities curve model 
and diagrams to show how the following can 
mult in actual gr 

in production pos 


^ a discovery of now oil reserves 
b firms hiro more workers 


© a vaccino for contagious diseases is 
invented 


di firms improve how they manufacture and 
lower their costs of production 


^ the widespread use of a new technology 


1 a violent conflet destroys a portion of a 
‘country’s factories, machines and road 
system 


g larga cuts in government spending on 
‘education and health care lower levels of 
‘education and health in a population 


ho an increase in the quantity of capital 
goods 
|o an improvement in the level of education 
and skills of workers 
| industrial pollution destroys the 
‘environment. 
7. Using diagrams, distinguish between 
increasing and constant opportunity costs. 
8 Using the producion possibilities model, 
explain the relationship between scarcity, 
choice and opportunity cost. 
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The circular flow of 
income modei 


The circular low of income model is a simple model that 
illustrates sume cconomic concepts and relationships 
that will heip as understand the overall economy. In 

its simplest version, shown in Figure 4, the model 
illustrates a lased economy, meaning it has no links with 
Other countries (it is ‘closed to international trade), and 
i also à model of an economy with no government and. 
no banks or financial market 


‘is assumed that the only decision-makers are 
households (or consumers) and firms (or businesses); both 
ae shown in square boxes Houschold and firms are 
linked together through two markets: product markets 
tnd resource markets, shown i diamonds. 


Households are owners oí e four factors of 
production: land, labows, capital and entrepreneunship. 
Firma buy the factors of production in resource markets 
tnd use them to produce goods and services. They then 
sell the goods and services to consumers in product 
markets We therefore see a low in the clockwise 
direction of factors of production from households 

to firs, and of goods and services from firms to 
owweholds, 


Jo the counterclockwise direction, there is a flow oF 


‘money used as payment in sales and purchases. When 
households sell their factors of production to ie, 


Figure 1.4: Circular flow of income madel in a closed 
economy with no government 


they receive payments taking the form of rent (for land), 
‘wages (or Labour), interest (for capital) and profir (for 
entrepreneurship). These payments are the income of 
haie. The payments that households make to 

buy goods and services ane household expenditures (or. 
consumer spending). The payments that firms make 

o buy factors of production represent their costs of 
production, and the payments they receive by selling 
goods and services are their revenues. Al payment lows, 
known as money flows, are shown in Figure 14 


‘This model demonstrates an important principle 
the income flow involving the money that goes from 
firms to households is equal to the expenditure flow 
from households tø firs, vhich isthe money that 
households spend to buy things from firms. In other 
Words, the household incomes coming from the sale of 
all the factors of production equals the expenditures by 
households on goods and services This is the crear 
fow of income, 


In addition, these two flows must be equal to the value of 
sous and services, or the value of total output produced 
by the firms, known as the value of ouput flow. The 
reasoning of this is as follows: each good and service 
is multiplied by its respective price, we obtain the value 
of each good and service, and adding them all up we 
arrive at the value of total output. This value is the same 


as consumer expenditure since spending by consumers 
is equal to each item they buy multiplied by its price, 
Therefore: 


The circular flow of income shows that in any 
given time period (say a year), the value of 
output produced in an economy is equal to 

the total income generated in producing that 
output, which is equal to the expenditures made 
to purchase that output 


‘Adding leakages and injections 


"The real-world economy is more complicated than this 
simple model suggests. We arrive at a closer picture of 
the real world by adding injections and leakages (also 
known as withdrawals) to the money flow of Figure L4, 
"To understand what these are, consider a pipe with 
Water owing through it, asin Figure 1.5. As water lows 
through the pipe, some Isaks out (the leakages). while 
new supplies of water aie injected in (the injections). 

H is the same with the flows of money in the circular 
Tow model. 


m) 
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Figure 1.5: Lexkages and injections 


Leakages and injections are paired together so that 
what leaks out of the low can conce back in as an 
injection, The most important pairs are the following: 


[p 
saving investment 
taxes government spending. 
imports exports 

Saving and investment 


i the part of consumer income that is not 
spent but rather is saved. Investment is spending by 
farms for the production of capital goods, wiceh is 
one of the four factors of production. This is why 
capital goods are also known as investment goods 
How are saving and investment linked together as 
leakages and injections? 


\pcsaholdh 
umen 


E 


Figure 1.6: Circular flow of incarne madel with leakages and injections 


When houschelds save part of their income, this 
represents o icakage from the circular flow of income 
because i is income that is not spent to buy goods and 
services Households place their savings in financial 
markets (bank accounts, purchases of stocks and 

bonds etc.) Firms obtain funds from financial markets 
(rough borrowing. issuing stocks and bonds, et.) to 
finance investment, or the production of capital goods 
"These funds therefore Now back into the expenditure flow 
as injections. This process is shown in Figure 1.6, which, 
in addition to the money flows of Figure 1.4, shows the 
three leakaefinjetion pairs (For simplicity, Figure 1.6 
contains only money lows) Leakages appear in the 
left-hand side of the figure. and injections on the right, 
‘We can see that saving leaks out of the flow of consumer 
expenditures (saving is money that is not spent), and 
after passing through financial markets is injected back 
into the expenditure low as investment. 


Taxes ond government spending 
Toses and government spending are connected to 

sach other through the government, Households pay 
axes to the government; this is a leukage because it is 
income that is not spent to buy goods and services, The 
government uses the tax funds to finance govern 
expenditures (on education, health, defence, et) and thi 
spending is an injection back into the expenditure fow, 


Imports and exports 
Imports are goods and services produced in other 

countries and purchased by domestic buyers. Exports are 
goods and services produced domestically and purchased 
by foreigners, When an o 
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trade with imports and exports it is known as an open 
economy, Imports and exports are linked together 
through ‘other countries. Imports are a leakage because 
they represent household spending that leaks out as 
Payments tothe other countries that produced the goods 
amd servie. sports are an injection because they are 
spending by foreigners who buy goods and services 
produced by the domestic firms 


The size of the circular flow in relation 
to the size of leakages and injections 


In the real world, leakages and injections are unlikely 
to be equal, and this has important conssquenees for 

the size of the circular flow. If a leakage is greater than 
an injection, then the size of the circular flow becomes 
smaller, Suppose saving (a leakage) is larger than 
investment (an injection) This means that part of the 
household income that lenks as saving into financial 
markets does not conce back into the fow as investment. 
The results that fewer goods and services are purchased, 
rms cut back on their output, they buy fewer factors 

of production, unemployment increases (since firms buy 
i smaller quantity of labour) and household income is 
reduced. 


1 «leakage is smaller than an injection, the size of 
the circular low becomes larger. Suppose spending on 
export in prenter than spending on imports; then the 
expenditure flow increases since the injection i larger 
than the leakage. Foreigners demand moie goods and 
services, firms begin to produce more by purchasing. 
more factors of production, unemployment falls (as 

rms buy a larger quantity of labour), and household 
income increases. To summe leakages from the 
citeular low of income (sing, taxes and imports) are 
matched by injections into the circular low of income 
(investment, goverment spending and exports), though. 
these need not be egual o each other 


In the circular flow of income model if injections 
are larger than leakages the size of the flow 
increases; if leakages are larger than injections 
the size of the flow shrinks. 


ANDING 1.10 


Identify the two markets shown in the. 
circular flow of income model. Using. 

examples, outline what is exchanged 
(bought and sold) in each of these, 


b Identify the three flows shown in the 
circular flow model 


2 The circular flow of income model shows 
that households and firms are both buyers 
and sellers simultaneously. Explain how this 
is possible. 


3. Use the simplo circular flow of income 
model to 


^ show the circular flow of income 


b show the equivalence between factor 
income flow, household expenditure 
flow and the value of output low, 


Define leakages and injections in the 
circular flow of income, 


bo Use the circular flow of income model 
to illustrate how tho throe pairs of 
ages and injections aro inked 
together, 


5 Distinguish between a closed economy and 
an open economy, 


6^ Describe what happens to the size of the 
income flow when 


a leakages are larger than injections 


b injections are larger than 


‘The role of microeconomics and 
macroeconomics in the circular 
flow model 

‘The circular flow of income model is a simple. 
model that descrier basie economic relationships, 


bringing together and showing how microeconomics 
‘and macroeconomics relate to each other, 
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(Microeconomics and micrusconomics were introduced 


atthe beginning of this chapter. We can see in this 
‘model thatthe basie decision-making units, consumers 
and firms, are interdependent; they are linked together 
through their buying and selling activities which 

in markets We will study the behaviour of consumers 
and firms in nicroeconomies. These buying and selling 
activities, when added all up, lead to flows of income, 
output and spending, which are also interdependeni. 
We will study these under macroeconomics, 


1.4 The method 
of economics 


Positive versus normative 
economics 


Explaining positive and normative 
statements, 


Economists think about the economie world in two 
diferent ways: 


i One way of thinking tries to describe, explain 
and predict economic events; this is called positive 
ecnomics, Iis based on positive statements, which 
ous about something thats, was or will be Positive 
Statements are used to describe, explain or predict 
economic events by use of hypotheses, theories and 
models Positive statements 
‘+ mas describe something: for example, "the 

unemployment rate is $Y and industrial 
‘output grew by 3%: are two statements 
describing the level of unemployment and 
growth of industrial output 


+ may be statements in à hypothesis that tries to 
‘explain something: for example, the statement 
'a higher pes of apples results in fewer apples 
purchased! isa statement that provides an 
cexphinution of why fewer apples are purchased. 

‘+ may be statements that predira future event 
for example, unemployment will increase 
next year predicts what will appen to 
unemployment next year, 


i The other way of thinking deals with how things 
in the economy should or ought to be; this is called 
normative economics, Itis based on beliefs or value 
judgements about what should happen, about 
what i good or bad, about what right or wrong. 
Tris used in making economie policies Examples 
include the following: 


+ "The unemployment rate should be lower is à. 
statement bec on a belief or value that high 
Unemploynseat is nota good thing 

^ ‘Health care should be available free of ch 
isn statement about à value that every 

ciety should have access lo free health care. 

‘+ The government should spend more money on 
building schools’ is a policy recommendation 
bout what the government should do. 


‘See Table 1.3 for more examples of positive und 
normative economics. Note that statements in positive 
economics may be factually correct or they may be false. 
For example, we may say that the unemployment rate 

is Hif the unemployment rate is 5% this statement is 
correct; but if the unemployment rate is actually 7%, the 
statement is false. 


‘Statements in normative economies, by contrast, cannot 
be true or false. They cai only be assessed relative to 
beliefs and value judsements. Consider the normative 
statement ‘the unemployment rate should be lower, 

‘We cannot say whether this statement is true or false, 


a) 
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though we may agree or disamee with it, depending on 
‘our beliefs about unemployment, If we believe that the 
present unemployment rate is too high, then we will 
‘gree; but if we believe that the present unemployment 
rate is not too high, then we will disagree. 


Incomes have falen | Incomes should be. 
by 7%, increased 

Free university There should be rea 
education will increase | university ecucation. 
government spending 


by 3%, 
Income inequality is | Income inequality has 
increasing. increased too much. 


Women are often paid 
less than men for the 
samo work. 


Women and men should 
receive equal pay for 
the same work 


uht [Taxes are too low and 
should be increased. 


Higher taxes will r 
in lower disposable 


“Table 1.2: More examples of positive and normative 


30 Which of tho following a 
statements and which 


positive 
normative? 


^ di raining today: 
b Itis too hund today. 


Econornies is a study of choices. 


a 


Economies should be concerned with 
how to reduce poverty. 


^^ Mfheusehold saving increases, there will 
be a fall in household spending. 
{Households save too little of their 


2 Explain the importance of making a 
distinction between positive and normative 
statements in economics, 


The role of positive economics 


In economics asin other social (and natural) sciences, 
our efforts to gain knowledge about the world involve 
the formulation of hypotheses, theories, laws and models 
All ofthese are based on the use of logic. All of these lie 
Within the realm of positive economics, 


‘The use of logic 
As we have seen above, positive economics involves 
thinking about the economic world inorder to try to 
describe explain or make predictions about economie. 
events. Positive economic thinking is used to describe 
and explain ina systematic way why economics events 
happen the way they do, ud attempts to predict 
economic events that are likely to occur im the future 
‘This type of thinking is based on the use of logie, a 
Greek word 01 oF logiki) which means reason. I is 
a method of reaming, which involves making a series 
of statements each of which is true if the preceding 
stscments are true. For example: 


4 When it rains there are clouds in the sky 

2 Itis now raining. 

3 Therefore there are clouds in the sky: 

The truth of the third statement is based on the truth of 


the previous statements Therefore, we can say that the 
third statement is logical, asit is based on logi 


Economists use logical thinking to acquire knowledge of 
"he economie world. Since economics is à social cione 
economists acquire knowledge by use of the scientific 
‘method (you may already be familiar with this from your. 
study of the natura sciences like physics, biology and 
chemistry), The scientifie method is based on the ue of logic 


‘The use of hypotheses 
Alspribesiis an educated guess, usually indicating a 


cause-and-effect relationship about an event, Hypotheses 
fre often stated as if. then 


In order to formulate a hypothesis, economists make 
observations of the world around them and identify 
a question they would like to answer, Let's consi 

‘an example from economics. We observe that people 
living in the city of Olemoo buy different amounts of 
oranges per week at different times in the year, We want 
To answer the question: why are more oranges bought in 
some weeks and fewer in hers? 


We then identify variables that we think are important to 
answer the question A variable is any measure that can 
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take on different values, suc as temperature, or weight. 
or distance. In this example, the variables we choose 

to study are the quantity of oranges that residents of 
Olemoo buy each wesk, and the price of oranges 


Our next step i to make a [ppothesiv about how the 
variables are related to cach other, We have seen that a 
hypothesis is an educated guess about an if... then. 
relationship. Our hypothesis is the following: if rhe 

price of oranges inereases, then the quantity of oranges 
‘Olemooans want to buy each week will fal. Notice that 
dis hypothesis indicates a cause-and-effect relationship, 
where price isthe ‘cause’ and the quantity of oranges 
bought is the effet’, The hypothesis abo involves a 
prediction, because it claims that changes in the price of 
oranges will lead to a particular change in the quantity 
of oranges Olemooans buy. 


‘The ceteris paribus assumption 
Jf our hypothesis is to male sense, we need to also 
make assumptions. Av ansumprio i à statement that 
is supposed to be true for the purposes of building the 
hypothesis In ou example, an important assumptior 
is this: the price of oranges is the only variable that 
influences the quantity of oranges that Olemooans 
want fo buy, while all other variables that could have 
infivenced their buying choices do not play a role. T 
is called the cereri paribur assumption, Cr 
is a Latin expression that means "other things eq" 
Another way of saying this is that all other things are 
assumed to be constant or ur 


Why is this assumption important? Our hypothesis 
led that the quantity of oranges that will be bought is 
determined by their price. ures, however, price cannot 
be the only variable that influences how many oranges 
Olemooans want to buy. What if the population of 
Olemoo increases? What if the incomes of Olemooans 
increase? And what i an advertising campaign 
proclaiming the hell benefits of eating oranges influences 
the tastes ci Olemooans? As a result of any or all these 
factors Olemooans will want to buy more oranges 


‘This complicates our analysis, because if all these 

snubs change at the same time, we have no way of 
‘sowing what eflet each one of them individually has 
on the quantity people want to buy. We want to he able 
to isolate the effects of cach one of these variables to 
test our hypothesis we specifically wanted to study the 
effects of the price of oranges alone. This means we have 
to make the assumption that all other things that could 
affect the relationship we are studying must be constant, 
or unchanging. 


More formally. we would say that we are examining. 
the effect of orange prices on the quantity of oranges 
people want to buy, ceteris paribus. This means simply 
thot we are studying the relationship between prices and 
quantity on she assumption that nothing else happens that 
Can influence this relationship. By eliminating all other. 
possible interferences we isolate the impact of price on 
Quantity, so we can study it alone. 


In the real world all variables are likely to be changing 
at the same time. The ceteris paribus assumption does 
not say anything about what happens in the real world 
1 is simply à tool used by economists to construct 
hypotheses, models and theories, thus allowing us to 
isolate and study the effects of one variable at a time, 
We will be making extensive use of the ceteri parihur 
assumption in our study of economics. 


"The use ofempirical evidence 
Now we are in a position to test our hypothesis to see if 
its predictions ft with what actually happens in the real 
wortd. To do this, we compare the predictions of the 
‘hypothesis with real-world events, based on empirical 
evidence, Empirical evidence refers to real-world 
information, observations and data that we acquire 
through our senses and experience (empirica comes 
from the Greek word sprsipla or empeiria meaning 
experience). 


Here, the methods of economics differ from those 
of the natural sciencex Whereas m the natural 

sciences it is often (though not always) posible to 
perform experiments to test hypotheses, in economies 
{he possiblities fov experiments are Very limited. 
Economists therefore rely on a branch of statistics called 
econometrics to test hypotheses, This involves collecting 
‘data on the variables in the hypothesis, and examining 
Whether the data fit the relationships stated in the 
hypotbesis In our example, we must collect data on the 
quantity of oranges bought by Olemoo's residents during 
dierent weeks throughout the year, and compare these 
quantities with different orange prices at different time 

în the year. (Econometrics s usually studied at university 
Jescl and is not part of TB requirements) 


We are now in a position to compare the predictions of 
our hypothesis with real-world outcomes If the data did 
not fit the predictions of the hypothesis, the hypothesis 
Would be rejected, and the search for a new hypothesis 
‘would begin. In our example, this would happen if we 
discovered that as the price of oranges increases, the 
quantity of oranges Olemooans want to buy each 

Week also incresses. Clearly, this would go against our 
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hypothesis and we would have to reject the hypothesis as 
invalid If, on the other hand, the data fit the predictions, 
the hypothesis would be accepted. In our example, this 
would occur if oui daia show that as the price of oranges 
increases, Olemoo's residents buy fewer oranges, We can. 
therefore conclude that according to the evidence, our 
hypothesis i a valid one. 


Theories in relation to hypotheses 
We Lave sen that a hypothesis is an educated guess 
bout a cause-and-effect relationship in a single event. 

A theory is a general explanation of a set of interrelated 
events, usually (though not always) based ov several 
hypotheses that have been tested sucessfully (in other 
words, they have not been refuted, or disproven, based 
‘om evidence; se the discussion below on refutation). 

A theory is a generalisation about the real world that 
attempts to organise comple? and interrelated events 

and present them in a systematic and coherent way to 
explain why these events happen. Based on their ability 

"o systematically explain events, theories attempt to make 
predictions 


Referring io the example of oranges, the relationship 
between the price of oranges and the quantity of oranges 
residents of Olemoo buy at cach price was a hypothesis 
This kind of hypothesis has been successfully tested 

i great many times for many different goods, and the 
duta support the presence in the real world o such a 
relationship. However, this relationship is not à theory, 
because it only shows how two variables relate to each 
other, and does not explain anything about why buyers 
behave the way they do when they nake decisions to buy 
something. 


To explain this relationship i a general way, economists 
hine developed utility theory" and “indifference curve 
analysis” based on a more complicated analysis involving 
more variables, asswinpions and interrelationships, These 
theories tury to snswer the question as to why people 
behave in ways that make the observed relationship 
between prcc and quantity a valid one (Utility theory 
will be examined at HL in Chapter 2) 


The use of laws 
A law, in contrast to à theory, i a statement that 
escribes an event in a concise way, and is supposed to 
ave universal validity in other words, to s valid at all 
times and in all places Laws are based cn theories and 
are known to be valid in the sense that they have been 


successfully tested very many times. They are often used 
in practical plications and inthe development of 
further theories because of their great predictive powers. 
Howeves, laws are much simpler than theories, and do 
not try to explain events the way theories do, 


For example, the simple relationship between the 
quantity of a good that people want to buy and its 
price, while not a theory, has the status of one of the 
‘most important laws of economics: it is the law of. 
demand. This av îs a statement describing an event in 
a simple way. It has great predictive powers and is used 
as a building block for very many complex theories 

We will study the law of demand in detail in Chapter 2 
and we will use it repeatedly throughout this book in 
‘numerous applications, and as a building block for 
many theories 

‘The use of models 

In your sty of economics, you will encounter many 
theories aad some laws. Your study of both theories and 
lass ill make great use of economie models, Models 
‘re sometimes used to illustrate theories (or laws) and 
sometimes to describe the connections between variables 


Whereas sciences like biology chemistry and physics offer 
"he possibility lo construct thres-dimensional models 

(as with molecules and atom), this cannot be done in 
the social sciences, because these are concerned with 
human society and social relationships In economics, 
models are ofen illustrated by use of diagrams showin 
"he relationships between important variables, In more 
advanced economics models are illustrated by use of 
mathematical equitions (Note that both diagrams and 
mathematical equations are used to represent models in 
natural sciences such as physics, as well.) 


Models ovs often closely related to theories, as well as 
o laws A theory tries to explain why certain even 
happen and to make predictions, A law is a concise 
statement of an event that is supposed to have universal 
validity, Models are often built on the basis of well- 
established theories or laws, in which case they may 
ilustrate, through diagrams or mathematical equations, 
the important features of the theory or av. When this 
happens, economists use the terms model and ‘theory 
interchangeably because in effect they refer to one 

and the same thing. For example, in Chapter 9, 
different models of the macroeconomy will be used 

to illustrate alternative theories of income and output 
determination. 
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However, models are not always representations 
of theories. In some cases, economists use models 

to isolate important aspects of the real world and 

show connections between variables but without any 
‘explanations as to why the variables are connected in 
some particulas way. In such cases, models are purely 
descriptive; ia other words they describe a situation. 
without explaining anything about it. For example, the 
production possibilities curve model presented above 

in Section 1.3 is simple model that is very important 
because ofits ability to describe scarcity, choice aid 
‘opportunity cost. Similarly, the circular flow of income 
model, also presented in Section 1.3, descr er how 
decision-makers are related to each other in the economy 
tnd introduces the concepts of ontput, income and. 
spending, In the case of both mode's, there is no theory 
‘or explanation involved. 


Yet descriptive models that ase not based on a theory 
are in no way fess important than models that illustrate 

a theory: Both kind: of models are very effective as 
tools used by ecoimisti to highlight and understand 
important relationships and phenomena in the economic. 
world, In cur study of economics, we will encounter a 
variety of economie models and will make extensive use 
of diagrams 


“Ihe importance of refutation 
The concept of refutation is very important in economics 
(as in any social science or science). To refute someting 


to contradict it, disprove it or sho’ to be falie. 
Refutation in the sciences and social setences is the idea 
that it must be posible to refute or si row a hypothesis 


ora theory It must be possible to subject it to empirical 
testing. where the data or empirical observations can 
disprove it if it is false or invalid. In other words if a 
hypothesis or theory canot be refuted or disproven by 
empirical testing. then 1t is not scientific. Refutation is also 
known as fifi y, because if something is refuted, it 
is falsified, in oti words it is shown to be false. 


You may note that our hypothesis about Olemooans 
is refutable or falsifiable. The hypothesis is “if the price 
of orwges increases, then the quantity of oranges 
Olentooans want to buy each week will fall’. We cou! 
collect data on quantities and prices of oranges. asd 

if the data do not fit the hypothesis, the hypothesis 
Would be refuted, in other words it would be falsified or 
diproscn, 


1 The relationships between hypotheses, 
theories, laws and models described 
here apply generally to all the social 
sciences and sciences based on the 
scientific method. Yet they may differ 
between disciplines in the ways they 
are used and interpreted. As you study 
economics, you may want to think about 
the following: How are theories and laws 
used in economies as compared with other 
disciplines? Do they play the same role? 
Aro they derived in the same ways? 
Do they havs the same meaning? 


2 Explain the scientific method. Outline the 
stops it involves. 


3 Distinguish betws 
lows and models. 


aoa 


n hypotheses, theories, 


Explain why itis important to compare 
the predictions of a hypothesis with 
‘world outcomes, 


b Explain the rola of empirical evidence 
and refutation in the scientific method, 


5 Describe how models help econorni 
their work as social sciontists 
6 Consider the statement, 'If you increase 


your consumption of calories, you will put. 
on weigh. 


^^ Explain why this statement is not 
necessarily true. 


b Rephrase the statement to make it 
moro accurate. (Hint: What might 
happen to your weight fat the same 
time that you consume more calories 
you also began an intensive exercise 
programme?) 
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Refutation, s 
We have seen how hypotheses are tested using the scientific method, If the data support the predictions. 
ofa hypothesis, the hypothesis is accepted. However, this does not make the hypothesis necessarily ‘vue! 
The only knowledge we have gained is that according to the data used, the hypothesis is not false, There 
is always a possibility that as testing methods are improved and as new and possibly more accurate data. 
are used, a hypothesis that earlier had been arcspted now is rejected as false. Therefore, no matter how 
many times a hypothesis is tested, we can nevar be sure that itis rue’, 


But by the same logic, we can never be sure that a hypothesis that is ejected is necessarily fase It is 
possible that our hypothesis testing, maybe because of poor data or poor testing methods, incorrectly 

ted a hypothesis. Testing of the same hypothesis with different methods or data could show that the 
hypothesis had been wrongly rejeced. 


If our results from hypothesis tasting are subject to so many uncertainties, haw can economic knowledge 
about the world develop and progress? Economists and other social and natural scientists work with 
hypotheses that have been tested and not refuted (not falsified or disproven), While the possibility exists 
thatthe hypotheses may be false, they use these hypotheses on the assumption that they are not false. 
As more and more testing is done, and as unfalsified hypotheses accumulate, it becomes more and more 


cl that they are not f 


Lnderstaneling that this knowledge is tent 
be tru, 


Thinking points 


* Even assuming that tos 


though we can never be sure. 


This way, it is possible to accumulate knowledge about the world, however, this is done on the 
and provisional; in other word: 


+ Ist possible to ever arrive atthe truth of a statement about the real world based on empirical testing? 


ing metho- could be perfected and da 
complete certainty about our knoviledge of the social (and natural) worlds? 


it can never bo proven to 


The role of normative economics 

‘Value judgements in policy-making 

Te was noted earlier that wounative economies is based 
on beliefs and vole judgements about what should 
happen, about what is good or bad, or about what is 
right or wrong. Value judgements are opinions: they are 
subjective judgements rather than factual statements. 


Note that statements based on normative economics 
are no! refutable or falsifiable. They cannot be shown 
to he false. One can only agree or disagree with them 

depending on one's own beliefs and value judgements 


Value judgements in normative economics are important 
for economic policy-making. They identify the important 
economic problems that should be addressed and 
recommend policies to solve them, Economie policies are 
government actions that try lo salve sconomic problems. 
Examples of economie policies atc government actions. 


To lower unemployment, lower inflation, protect the 
environment, improve the quality of education, reduce 
levels of poverty. provide free health care services and 
‘many more When à government makes a policy to lower 
unemployment (the number of people who are looking. 
for vesk but can't find a job), this is based on the value 
judgement that high unemployment is not a good thing, 
Ir a government pursues a policy to make health care 
available to everyone free of charge, this is based on a 
value judgement that people should not have to pay for 
receiving health care services 


Positive economics and normative economics while 
distinct, often work together. To be successful, an 
economic policy aimed at lowering unemployment 

(he normative dimension) must be based on a body of 
economie knowledge abou! what causes unemployment 
(he positive dimension), The positive dimension can. 
provide guidance to policy-makers on how to achieve 
Their economic goals. 
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sitive economics is the study of economics 
based on the scientific method, used to arrive at 
knowledge abou tie economie world. It includes 
descriptions, models, hypotheses, theories and 
laws. Normative economics forms the basis of 
Judgements about what economic goals and 
‘economic policies ought to be. It is based on. 
value judgements, because it identifies important 
economic problems that should be addressed and 
prescribes what should be done to solve them 


Equity and equality 
An important concept from normative economies that 
you will encounter inthis book is equi: which refers 

to the idea of being fair or just. The idea of equity, or 
fimes is a normative concept because fairness depends 
on peoples beliefs or valse judgements, which differ 
from person to person: 

Equality, on the other hand, is the state of being equal 
With respect to something. For example, equality with 
respect to income would mean that each member of a 
society receives exactly the same income. Equality is a 
positive concept, since two or more things are either 
equal or not equal based on a measure, 


The idea of equality in income distribution may or may 
not be equitable, depending on how equity is interpreted, 
Jf it is believed that income distribution is equitable 

or fair if income is distributed equally, theu equity in 
icome distribution means income eguality. However, 

iF it is believed that it is equitable or fair for people's 
income to be in proportion to their work effort (a 
different equity principle), i would give rise to income 
inequality, since not everyone's work effort is the same, 


In spite of different possible interpretations of the 
meaning of equity ta most countries around the world, 
the pursuit of equity is usually interpreted to referto 


Why do economists often disagree? 


As you will discover in the course of reading this book, there are many areas of economic theory as well 
on which there are major disagreements and debates among economists. Why do economists 
disagree so much? It would seem that use of the scientific method in economies, by forcing hypotheses 
to undergo tests, and allowing the real-world evidence to sift through valid and invalid hypotheses, 
would eliminate much disagreement. Why do economists continue to disagree In spite of their use of the. 


as poli 


government policies thal try to reduce inequalities in 
income, wealth and opportunity, This is because of 

the widely shared belief or value judgement that the 

free market without government intervention results in 
bigily unequal income and wealth distributions that are 
considered to be unfair. For this reason, we often find 
writers referring to a more equitable or ‘more equal” 
distribution of income or wealth to mean the same thing, 
Both expressions are correct, provided it is understood 
‘that in these cases, equity in income distribution iv 
interpreted as greater equality (or less equality) 


Equity means fairness while equality means 
being the same. While the two concepts have 
different meanings, in economics inequity is 
most often interpreted to mean inequality, while 
equity is interpreted to mean equality 


Note thut the pursuit of equity in the sense of equality 
{does not refer to efforts to achieve complete income or 
‘wealth equality, but rather the reduction of inequalities 
‘that are considered to be unfi 

You should alo note that the ideas of equity and 
equality in distribution involve answers to the for whom 
o produce basic question of economics (ee Section 12) 
"The other two questions, whut/honw much to produce 
aud how ro produce are answered by use of positive 


1. Suppose the government of Country X 
implements a serios of policies to reduce 
inceme inequalities. Identify possible value 


judgements that may have led to this policy. 


2^ Distinguish between equity and equality. 
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scientific methodi? To try to answer this question, we should consider the point mentioned earlier on the 
difficulties of tasting hypotheses due to the inability of eccnomists to perform controlled experiments. 


The scientific method, as we have seen, involves relating evidence to educated guesses about cause-and- 
effect relationships between variables to see if they match. Economists face some difficulties in this efor. 
First, the inability to perform controlled experiments means that economists collect data about real-world 
veris that are the result of many variables changing at the same time. To test hypotheses, economists 
devise complicated econometric models that vy to isolate the interfering effects of numerous variable: 
and try to link causes with effects. Sometimes, economists have o deal with incomplete or unreliabi 
world data, In some cases, they may even be faced with variables that are not measurable and have no. 
data, in which case they must use substitute variables (called 'proxy variables) or substitute relationships 
between variables. As a result of those difficulties, itis not unusual for two or more economists to be 
testing the same hypothesis and t come up with conflicting results 


For all these reasons, while the testing methods of economists do produce some useful results, these are 
sometimes not as accurate and as reliable as the results of experiments in other disciplines performed 
under controlled conditions. This means it may be more dificult for hypothesis testing in economics. 
to refute (eject) invalid hypotheses I the evidence does not reject a hypothesis, economists hold on 
to it and may continue to use it in their work (possibly unti! further testing in the future). However, this 
doos not mewn that the hypothesis is a valid one. It may be invalid, but the evidence just has not been. 
has important implications for economics. It means that there may 
are holding on to and working with, not al of which are 


possible to 
have theories buit on invalid hypoth Butif the 
hypotheses on which theories aro built ara invalid, then surely the theo jes ar also invalid, This 
explains one possible reason why we sometimes see several conflicting theories being used atthe samo 
time. Maybe only one of them (or evan nono of them) economists usually 

r to support one theory over another, this may be an important reason why they sometimes disagree 


As we will soo in Theory of knowledge 9.1 (Chapter 9), the inability of empirical evidence to effectively 
discriminate between coinpeting theories allows much room for value judgements and ideologies to enter 
into one's individual praference for one economic theory over another. 


Thinking point: 


As you read this book and learn more about economics, you may want to keep the following questions in mind: 


+ Can you think of other possible n 


isons why economists often disagree? 
“+ What other social sciences/sciences cannot test hypotheses by performing controlled experiments? 
* Do you think economists disagree more or less than (ar the same as) other social and natural scientists? 


* Doyou think the difficulties of economics are due to its being a ‘young’ social science that will slowly 
"mature! and resolve these difficulties as econometrie methods and the quality of data improve? Or 
are they due to problems that ara inherent in the nature of the subject and therefore cannot be easily 
resolved? 


+ Do you think these difficulties seriously affect the progress and development of new economic 
knowledge? Or can economics continue to progress in spite of these difficulties? 


» > 
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1.5 A brief history of 
economic thought: the 
origins of economic ideas 


The history of economic thougl 
‘of how economie ideas have cv 


is a fascinating account 
over the years 

Many of the economic ideas and theories you will learn 

about in your study of economics can be traced back to 


the contributions of famous economists who lived and 


worked decades, and even centuries, ago. Although 
economic thinking has developed and progressed over 

img to a deeper understanding of economic 
iy of these contributions still lie at the heart 
of economica tha we study today 


tis strongly recommended that you read this section again 
after completing the rest of this book, It is only then that 
{you will be able to appreciate the richness of the ideas of 
these famous economists, because only then will you be 
able to recognise in their work your own understanding. 
of economies 


Until about the 18th century, there were no distinct 
dicipines as we know then oda Investig 

phenomena in the social world 
ahat was known aa mana philanaphy, while investigation 
of events and phenomena in the natural world were part 
of what was known as natural philosuphy 


what we now know as economies, scholars 
since the time of the ancient Greeks, 
and years ago, have concerned 
to explain economie. 


Inthea 
and philosopl 


The 18th century: Adam Smith 
and laissez faire 


Figure 1.7: Adam Smith, $= 
political ecanomis often cor 
Economies: authar at An guy a the Nature and Causes 
ofthe Wealth cf Nations tthe Wealth of Natio 
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Alam Smith (1723-1790) va: a Scottish philosopher who 
is often referred to as the Fither of Economics. Adam. 
Smith studied moral philosophy at the University of 
Glasgow and at Oxterd University, eventually ending 

up back at the University of Glasgow, where he taught 
moral philosophy. He is best known for the ideas 
expressed in his book The Wealth of Nations,” published 
md. 


‘The Wealth of Nations is considered to be a masterpiece 
that has influenced economics for generations up to the 
present day, Although it borrows heavily from the ideas 
f various scholars of the ime, it represents the ist 
attempt ever to set forth a comprehensive theory of how 
an economy can hold itself together functioning in a 
harmonious way, and how such as economy can grow. 
cover time. 


Adam Smith lived at a tims when the traditional 
rights of rulers to impose authoritarian controls and 
restrictions on their subjects in Europe was coming. 
more and more under attack. Smith believed that 
strong, repressive governments were not essential to the 
workings of an sconomy. He therefore set out to show 
how an economic system without government could not 
merely function, but could moreover thrive and prosper 
to the preat benefit of its citizer 


t this task, Smith borrowed heavily from the idezs of the 
itural laws set forth by Isaac Newton (1642-1777), 

the great mathematician, physicist, astronomer and 
theologian. Just as Newton discovered natural laws that 
govern the physical world with harm. 

0 Smith bel 

ofthe social world that goyern economic relations with 
that same regularity. 


Smith begins with the idea of a market and the 
behaviour of individuals in a market that will produce 
beneficial results for the whole of society. He shows with 
painstaking detail and numerous examples in The Wealth 
of Nations that i individuals behave in a self-interested 
Way, so that cách person tries to do the best for herself or 
hielt, there will result a greater good for society. In a 
Famous quote from The Wealth of Nations, Smith writes: 
‘Itis not from the benevolence of the butcher ihe 
brewer, or the haker, that we expect our diner, but 
from their regani to their own interest 
Such behaviour gives rise to competition, which regulates 


the behaviour of people acting in their self-interest. 
Competition is very important becuse it keeps people's 


sclCintercst in check. Suppose, for example, that a 
producer of shoes raises price to a high level expecting 
more personal gain. Other producers of shoes who also 
Want to sell their products will sell them at a lower price, 
so ihe high-price seller will be forced to lower the price. 
‘This process continues until the price of shoes falls to the 
lowest possible level 


Similarly, competition will lead to the production of 
‘those goods and services that are mostly wanted, because 
self-interest will ead producers to make those goods that 
they will be able to sell. In the same way, occupations 
‘that are difficult or dangerous will command higher 
Wages because workers will only be willing to take on. 
such jobs if the wages are Ligh enough to compensate 
‘them for the hard work ond risks, 


‘These ideas gave ree to the famous expression the 
invtable hand of markets, which refers to the presence 

‘of thousands or millions of individual decisions made 
by individual decision-makers that are self-regulated 
through interactions in markets, without the presence of 
‘government deciding what/how much to produce. The 
invisible hand results in a more efficient use of resources, 


Tiss also known as a lisse fire economy (from 
French, meaning fe t do) which refers toa free market 
‘without government intervention, It is not necessary to 
have a povernment telling people what to do or how to 
doit, because the market working on its own can do a. 
much better job of this 


However, Adam Smith did foresee a role for government. 
as well. Governments i his view have three important 
functions: to take wave of national defence, to oversee 
security and a system o justice, and to provide public 
infrastructure (ronds, brides, canals and so on), which 
ate essential to the proper functioning of an economy 
and therefore should be financed from taxation, 


‘The wea of competition, being central to Smith's ideas, 
was carried further. Smith was very concerned about the 
possible growth of firms to become large corporations 
‘or monopolies, which would restrict competition. He. 
was keenly aware of the power of large firms to rase 
the prices to high levels and keep them there due to the 
absence of competition. As he wrote: 


‘The price of monopoly tsupon every occasion. 
he highest which can be got. The natural price, or 
the price of free competition, on the contrary. is the 
dowest which cun be taken: 


FD ful ile of s book ae Ao inquiry int the Nature and Causes cf 


2) 
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Smith believed that competition would ensure that 
monopolies and large corporations will not be able 


The Wealth of Nuits also presents theory of economie 
srowth. Economic growth is seen to depend on the 
division of labour (the separation of processes 

into many different tasks, cach one performed by different 
workers) which permits speciulisarion of labour to take 
place Specialisation of labour involves the pursuit by 
workers of a particular task involving skill appropriate 
io the task in question. If workers specialise in particular 
activities that they can perform best, then more output 
will be produced and this will ead to economic growth, 


Smith extended the idea of specialisation beyond what 
takes place within countries to international trade 
between countries. He is responsible for the idea of 
absolue advantage of a county in international trade. 
According to this idea if exch country produces the 
goods it can produce ut the lowest cost and trades 

them for goods produced at a lower cost in other 
countries, then all the countries involved will be better 
ofl, Therefore. Adam Smith was an advocate of free 
trade (trade without restrictions). The theory of absolute 
advantage will be discussed in Chapter 14 (at HL only). 


Whersas Smith wrote that self-interested behaviour 
leas to the beneficial invisible hand of the market, he 
did not write that people's actions are determined only 
by self-interest. In an earlier book, The Theory f Moral 
timents (1759), Smith argued that people have the 
ability to put themselves in the position of another 
person, in other words to empathire This makes 
them behave in ways that create iyppiness for other 
people, because doing so gives them pleasure. This is 
important because in later years Smith's ideas were 
misinterpreted lo meon that people behave only selfishly 
and with greed 


The concepts of demand, supply and markets that 
you will reud about in Chapter 2 are extensions and 
‘elaborations of Adam Smith's thinking. 


Adam Smith is best known for the idea that the 
selfinterested behaviour of decision-makers 
without government intervention results in 


competitive markets that give rise to » more 
efficient use of resources and greater output, 
thus benefitting society. This is known as the 
invisible hand of the market. 


The 19th century 


The economic ideas that developed during the 19th 
ceutury are known as classical economies, Economic 
‘thinking was modified and refined considerably since the 
time of Adam Smith. The main economists o the time 
Were concerned with issus like the process of economic 
growth and the distribution of income, A number of 
scholars made important contributions, such as David 
Ricardo (who we will encounter in Chapter 14 ), and. 
Jeremy Bentham and John Stuart Mill who we will 
briefly discuss below. 


Utility theory in classical 
microeconomics 


Jeremy Benth (1748-1832) and John Stuart Mill 
(1806-1872) vere British philosophers who also made 
contributions to economics Jeremy Bentham was the 
fonder of utilitarianism, a philosophy of ethics (a 
philosophy about what is right and wrong) which taught 
that an action is right if it promotes the most happiness 
for the largest number of people, Bentham's theory of 
ethics is based on the idea that: 


"ni the greatest happiness of the greatest imber. 


than isthe measure of right and wrong 


"Therefore actions are right or wrong according to the 
s they have on the happiness of other 


John Stuart Mill furthsved Benthanys ideas by blending 
them with human rights including the rights of 
minorities and women, He was a fervent believer in 
human freedom and was opposed to forcing people 10 
do things ès Mills theory of ethicscan be 
summa 


“getiony ave righ in proportion as t 
‘promote happiness wrong as they end ro produce the 
‘reverse of happiness 

‘The idea of the greatest happiness is based on the 

concept of utility, which Bentham defined to be: 
“that property in any object, whereby it tends to 
produce benefit, advantage, pleasure, good, or 
uppitess, «or... to prevent the happening of 
mischief, pain, evil or unhappiness 

Similarly, Mill defines happiness as pleasure and the 

absence of pain. 
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Utility, the central concept in the philosophy of ethics 
of utilitarianism, evolved to become a central concept 
of economics that ries economic theories up to the. 
present day. 


Classica! economists developed the philosophy 
of ethics known as utilitarianism, according to 
which an action is right iit promotes the most 
happiness for the largest number of people. 


The concept of the margin 


Classical economists were concerned ibt the concept 
‘of valwe, specifically what gives things their value and 
what determines their price. One theory that was popular 
at the time was the labour theory of value, according 

to which the price of a good was determined by the 
quantity of labour that vas necessary to produce it 


Iso happened that three economists, working 
independently of cach other, came to use the concept 
of utility in onder to arrive at a theory of how prices 
tre determined, They were Stanley Jevons (English, 
1835-1882), Carl Menger (Austrian, 1840-1921) and 
Léon Walras (French, 1834-1910), Although they 
Seru widely in the methods they used, they all 
byueed on two fundamental points: 


the concept of uty, or satisfaction or pleasure 
derived from consuming something. i: central to an 
idea of value that helps determine prices and 

what matters is not the total wulty of consuming. 
something but rather the exi or additional utility 
of consuming one more unit of the good, known as 
marginal uil 


Suppose that utility can be measured in units of uude 
(imaginary units that tacasure satisfaction). According 10 
‘Amandla’ tastes and preferences, eating one ice cream. 
provides her with 5 utils of satisfaction, If she eats a 
Second one, she receives a total utility for the two ice 
‘reams of 9 utils; ber total utility has increased by only 

A utils because she enjoyed the second ice cream less than 
the iest. Hence, her marginal utility is 4 utils. As she 
enjoys cach successive ice cream les than the previous 
one, her marginal utility keeps falling. 


Some years later, in the early part of the 2th century, 
Alfred Marshall (English, 1842-1924) used these ideas to 
come up with the law of demand and the demand curve 
that we are familiar with today. if Amandla gets less and 
less marginal utility from corsuming more ice creams, 
she will only be willing to buy more if their price falls, 


“> 


hence the law of demand. The entire analysis of demand 
and supply and market equilibrium that we study today 
is attributable to Aled Marshall, 


‘The concept of marginal is very important in economics. 
10 wall be encountered several times (Chapters 2 and 7, at 
HL only). 


In the 19th century the concept of utility, 
underlying utiitananism, referring to the. 
satisfaction derived from consuming something, 
vos combined with the concept of marginal, 


meaning extra or additional, leading eventually 


to marginal utility as the basis of a theory of 
value that determines prices of goods and 
servicos. It forms the basis of rational consumer 
behaviour that is used to the present day in 


Say's law in classical macroeconomics 


Whereas we refer here to classical microeconomics and 
macroeconomics, these terms did not exist at the time, 
as there wax no distinction during the 19th century 
between the micro and macro levels of analysis As we 
will se below, macroeconomics as a distinct branch of 
economics was born in the 20th century. 


The classical economists of the 19th century believed 
‘that the problem of unemployment could not arise under 
normal circumstances While there could be occasional 
disturbances in an economy due to such events as 

wars, droughts o: other major disruptions, ordinarily 
unemployment could not arise før extended periods 
because it wns thought that the economy would keep 

fon producing as much as is required in order to keep. 
workers fully employed, 


This idea came to be known as Say’ Law, after the 
French economist Jean-Baptiste Say (1767-1832), Say 
was strongly influenced by Adam Smith, and was an 
advocate of free markets and lisez faire. The law that 
‘was named after bim stated very simply that supple 
‘creates its ovn demand. What this means is that overall 
spending in an economy cannot fall enough to prevent 
all tbe output produced from being bought 

‘We can sce what this means very clearly by examining the 
varcular low of income model presented in Section 1.3. 
Firms produce good: avd services, and they pay 
households for providing them with the resources The 
households recive this income and spend it to buy 

the goods and services Therefore supply creates it 
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‘oun demand: the output that ms produce provides 
households with the incom they need to buy that 
‘output. Therefore, workers will keep on working to 
produce that output sad there will be full employment. 


This simple 


same to be very seriously questioned. 
sat Depression of the 1930s which av 
falling oviput and very high unemployment rates in 
ts gave rise to the birth of 
macrevonomics as a distinct branch of economics 
ad the development of new theories to explain 
unemployment. 


many countries These ever 


According to Say's Law, supply creatas its own 
demand, a theory that claim: that the economy 
tends toward full employment in the absence of 
any government intervention, 


The Marxist critique of classical 
economics 


Figure 1.8: Mars, German philosopher and political 


economist, whose theories formed the basis of modem 
communism, author of Capital Critique of Political Economy 
pital for short) 


‘Karl Mars (1818-1883) was a German philosopher who 

ad a profound influence on the course of siobal events 

during the 20th century, as many of hes ideas formed 

the ideological basis for the estabisoment of communist 
imes around the world, In addition to being a 

philosopher, Marx was an cc omit, historian, political 

theorist, sociologist and linguist. 


Marx produce a huge amount of written work but 
perhaps the best known is his book Capital: Critique of 
Politica! Feonomy or short Das Kapital in German, 
1867), which was written over eighteen years In this 
book, Mars presented what he considered to be à 
scienti account of the laws of capitalist development, 
Which would eventually result in the downfall of 
capitalism, (Capitalism is the free market system, based 
‘on private ownership of the means of production, and 
driven by the desire to make profits) 


“Marx's analysis is based on a version of the labour 
theory of value, which as noted earlier Was the standard 
explanation of value in the 19th century, until the 
appearance of marginal analysis The value of a good 
‘was determined by the amount of labour that was used. 
to produce it, However, Marx observed that the price 
actually paid for à good was usually far greater than the 
value of labour that was put into producing it, measured 
by the wages paid to labour, The difference between 

the two, oF the price of the pood minus the value of 
cuz to produce it, was termed surplus value by Marx, 
‘and corresponded to profit made by the owners of the 


Surplus value represented exploitation of workers by the 
owners of factories. The factory owners had an incentive 
to pay workers as little as possible, foreing them to work 
under appalling conditions, so that they could make the 
surplus value and hence their profits as large as possible. 
Mis beyond doubt that conditions in 19th century 
factories in England, where Marx was living at the time, 
were truly appalling, e the writings of authors such as 
Charles Dickens cea show 


As a historian, Marx saw economie systems being 
transformed vier me in a particular order. Feudalism 
had been replaced by capitalism, and according to 

the historical laws he claimed to have discovered, 
capitalism was going to be replaced in the future by 
communism. This would happen because of the innate 
instability of capitalism, Competition would force 
capitalists (the owners of factories) to keep investing 
in new machinery in order to reduce labour costs and 
hence beat their competitors. But by using machin 

in place of labour, the capitalists would reduce the 
surplus value of labour that gave rise to their profits 
Therefore the result would be declining profits for 
the capitalists. 


AL the same time that capitalists’ profits were expected to 
fall, workers would become increasingly unemployed and 
poverty-stricken aë they were replaced by more machines 
Workers were expected lo become more and more pitted 


ss) 
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against capitalists The capitalist system would eventually 
be overthrown, to be replaced by communism where the 
means of production the factories) would be owned 
collectively by the people, 


Mars did not at any time describe his visions of 
communis in a systematic way, but iis clear from his 
‘writings that the systems that came into being in the 20th 
century were not based on his ideas. His predictions have 
poi materialised, since capitalist profits do not appear to 
Þe fling. While capitalism does periodically undergo 
crises, such as the Great Depression of the 1930s aud 
the global financial crisis of 2008, it does not sppear to 
be on the verge of collapse. The communist systems that 
in the 20th century were not the result of 
capitalism's collapse, but rather the result of force 


Yet Marx continues to be highly influ 
he had keen insights into the workings of capitalism 
which are stil highly relev These include the 
recurtence of crises, which is similar to what is known 
today as the busines cycle, the impoverishment of the 
middle class as iocome inequalities grow rapidly, the lack 
‘of growth in resi wages over decades in many developed 
countries (related to the growth in income inequalities), 


ial because 


increasing job insecurities and the risks of growing 
unewpioyment due to rapid technological change 
Morcover; Mars has had a profound influence in other 
social sciences including sociology, anthropolegy and. 
political science. 


Karl Mars is still widely read today, and there has been. 
an growing interest in his work since the onset of the 
obal financial crisis in 2008, Interestingly, a search on. 
Amazon UK yields more results foz Karl Marx than for 
Smith, 


Adas 


Karl Mare developed a theory according to 
which capitalism would be eventually replaced 
by communism because of the market system's 
internal contradictions that would lead to its 


collapse, While this has not materialised, Marx 
is still highly regarded for his numerous insights 
into how capitalism works, 


The 20th century 


The Keynesian revolution 


n Maynard Keynes, British 
d classical economics, autho 
Interest and Money (Th 


M was noted earlier that in the 19th cent 
‘that, in accordance with Says Law, supply creates its own 
demand, In this way of thinking, it was not possible to 
have extended periods of voerployment. Therefore when. 
the Great Depression of tne 1930s occurred, bringing 
with it very mgnificant declines in output along with high 
unemployment in many countries, economists were at a 
loss to expla how this had occurred. 


olm Maynard Keynes (1883-1946), an extremely 
influentsal British economist, set forth an economie 
theory that entirely replaced the classical theory and 

* Law. Keynes is best known for his book The 
General Theory f Employment, Interest and Money (for 
short, The General Theory, 1936). 


y it was believed 


Keynes argued that the state of full employment in an 
economy was only a special case that could not occur. 
allthe time, If spending decreased, there was nothing to 
ensure that an economy would return to a situation 

of full employment on its own. Classical economists 
thought that if overall demand decreased and there was 
a fall in spending, then prices will fall, which will cause 
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spending to increase again, so output and employment 
will once again go to the futi employment level, Also, 
classical economists thought that if there was a decrease 
in spending so that oziput fell, then there would be some 
temporary unemployment that would cause wages to fal, 
making employers increase the number of workers they 
hire. This would also bring employment back up to the 
full employment level once again. 


Bui according to Keynes, wages were ‘sticky’, meaning 
they could not fll easily In addition, falling wages 
meant that workers would have less money to spend, 
Which would cause overall demand and spendtag to fall 
further, But sticky wages meant sticky prices because 
producers could not lower their prios if they had to 
if on paying the same levels of Wages As a result, 

the economic system could not o its own go back to 
full employment 


Keynes argued that a situation like this requires. 
government intervention in the form of increased 
government spending, which would give the economy the 
Push it needed to gst it going again, Using the idea of the 
‘multiplier, he avowed that if the government increased 
its own spending on such things ax building roads or 
schools, there would be a multiplied spending effect 

the cconomy This would help the economy to get oul of 
its state of low output and unemployment, 


Keynes thoroughly dismissed the laissez faire economy 
Of the 19th century and provided a justilication for 
overnment intervention that is urgently needed o 
avoid prolonged recessions (negative growth) and high 
unemployment. We will discuss Keynes” contribution in 
Chapter 9 


One of the important contributions of John 
Maynard Keynes is the idea that an economy 
left on its own voll nat necessarily lead to 

full employment, thus requiring government. 
Intervention in order to ensure that full 


‘employment wil be achieved. 


The emergence of macroeconomic 
policy 

Macroeconomic policy was inspired by the work of 
John Maynard Keynes discussed above The erm. 


macroeconomics as a field of econoraic distinct from 
microeconomics did not even exist until 1945 when. 


it was coined by Jacob Marichak. According to the 
thinking of the classical economists, there was no 

need for macroeconomic policy since the economy was 
asvumad to correct itself automatically through market 
forces in the absence of government intervention. 

We will discuss macroeconomic policies in detail in 
Chapter 13. 


The monetarist/new classical 
counter-revolution 


In the carly 1970s, the global economy experienced cost- 
‘push inflation, also known as stagflation, on account of 
"he first oll price crisis. Keynesian economics, with its focus 
‘on aggregate demand, ws unable to provide a solution 

to inflation of this type, These events paved the way for 

the emergence end growing popularity of two schools of 
thought: monstris and new classical economics 


Monelarisi, attributed to the Nobel Prize winning 
economist Milton Friedman (1912-2006), emphasises 
the sole of money in the economy, It is argued that 
changes in the money supply have major effets on 
‘output inthe short run, and on the price level in the. 
ong run. New classical economics, associated partly 
with another Nobel Prize winning economist Robert 
Lucas (born 1937) emphasises the importance of 
individual "rational expectations’ of inflation and 
government policy actions 


While these two theories are quite different from each. 

other, we are considering them together because they 

share a unifying principle regarding the role of markets 

in bring the eeno hack to u tation wher there 

s full employment without any government intervention. 

In fact, according to these two schools of thought, it is 

govcrnmen intervention ibl, in such areas as minimum 
and the operation of trade unions, that leads to 

‘icky rages that do not fall, thus preventing the automatic 

‘adjustment of the economy back to full employment. I all 

wages and all prices could respond freely to the forces of 

demand and suppls, markets on their own would achieve 

high levels of output and full employment. 


Wis clear from the above that this approach involves 
a rejection of Keynesian economics, which requires 
government intervention for the smooth functioning of 
an economy. It advocates a return to the classical idea 
of automatic full employment through the workings 
of a laissez-faire economy: hence the use of the term 
new classical. 


mo—— n — 
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The monetarisUnew classical approach has been the. 
inspiration of market-based supply-side policies, We 
will discuss this model and its implications for policy in 
Chapters 9 and 12 


According to the manetarist/new classical 
schools of thought, government intervention 
provants the economy from reaching a state 
of iul employment on its own, whereas a free 
‘market economy without the government 
intervening will tend toward full employment. 


The 21st century 


Behavioural economics and the 
dialogue with psychology 


ince the early part of the 20st century, there has 
boen à growing dinlogue between economists and 
psychologists, resulting in a new fied of economics 
known as behavioural economics, Behavioural economics. 
questions the dea that marginal utility underlies demand 
and rational consumer behaviour (which we discussed 
carles Itis argued that consumers do not have the 

icoviary information available, but also and most 
importantly the human mind works in ways that are not 
rational in the ways the theory presupposes 


Rather than rely on a theory that explains the behaviour 
of consumers behavioural economics vies on 
experiments and the accumulation of evidence about 
how consumers behave under n broad variety of different 
circumstances, This information is then used to formulate 
economic policies that wil encourage consumers to 
behave in ways that ars held to be socially desir 


The growing imp tance and influence of behavioural 
economics is evidenced by the fact that, in a span 

of 15 years three Nobel Prizes have been awarded 

to scholars dealing with this subject, They include. 
Daniel Kahneman (2002) for his work on human. 
judgement and decision-making under uncertainty: 
Robert J Shiller (2013) for his analysis of asset prices 
‘a the area of behavioural finance; and Richard 
‘Thaler (2017) for his work showing that people 


are predictably irrational in ways that contradict 
‘economic theory. (Behavioural economics will be 
studied at HL in Chapter 2.) 


The growing awareness of the 
interdependence between the economy, 
society and the environment, and the 
need to move toward a circular economy 


Earlier in this chapter we discussed the issue of 
sustainability, which arises from conditions of scarcity 
of resources. We learned that sustainability refers to 
the maintenance of resource quantities and quality 
‘over time. Until recently, sconomists carried out their 
work in isolation, without taking into consideration 
the interrelationships and interdependencies that exist 
between the economy, society and the environment, In 
recent years there is increasing awareness of the need 
o consider three pillars of sustainability together: the 
ecenoniy society and the environment, sometimes 
boreviatd as profit, people, planet, 


In addition, itis imperative to move away from the 
traditional extractive take-make-dispose model, 

which characterises our current approach to producing 
products and disposing of waste, This approach involves 
extracting resources, making them into products and 
‘then throwing them out, The imperative of achieving 
sustainable development requires that we adopt a circular 
economy, The idea behind a circular economy is that 
goods should be produced in such a way that they can 

be repaired rather than thrown out. In addition, they 
would be made out of biological materials so that once 
discarded they can go back to the biosphere and prevent 
pollution of ihe planet, According to London's Waste 
and Recycle Board: 


crear economy isa more efficient and 
environmentally sound alternative to the traditional 
incar economy. 11 one in which we keep resources m 
mse för ax long as passible, extract the maximum value 
from them whilst bn use, then recover and regenerate 
‘products and material at the end heir Nfe” 


We will study the problem of sustainable resource use in 
Chapter 5. 


mom 


a) 
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1 The foundations of economics 


Novel thinking in the 21t century includes: 
() the contributors cl psychology to economics, 
which offer alternative ways af understanding 
how consumers make decisions with a view to 
influencing consumer choices toward socially 
desirable zutcomes; and (i) the development of 
new models regarding sustainability that focus 
on the close interdependencies between the 
Economy, society and the environment, and the 
concept of a circular economy, 


ting to the concept cf laissez faire, 
‘explain Adam Smith's main contribution to 


2 Outline the three phases of macroeconomic 
thought on tha need for government 
intervention in the economy for the purpose 
‘of achieving full employment, from the 19th 
ceriury tothe late 20th centur 


3 Explain how perceptions regarding the — | 
concept of utility have evolved from the 
19th century to the present 


4 Outline the meaning of a circular economy 
and its importance to sustainable 
development 


t Nsfher work, 
either individually or in a group. 


EXAM STYURQDESTIONS 


n 
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signed) to the production -' goods and services intended 
needs ana wants mainly through the interactions of co" mers and producers in markets 


The choices rw 


nent of allocative efficiency means that v.a 51w is maximised (made the greatest it can be). 


je by consumers and producers are the rest of complex decision-making, 


Conin ‘aus change gi 


i rise to dynamic markets. 
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atitive markets; 
Demand and supply 


* Over time, you see prices of goods and services change, Why do you think sellers of goods and 
services change their prices? 


* When you buy goods and services, do you think your choices are always in your best soll-interest? 


+ How do consumers and producers make choices in trying to meet their economic objectives? 


In this chapter we examine what lies at the heart of every marke-bysed sconomy: 
the forces of demand and supply We will then see how the interactions of demand and 
supply arrive at equilibrium market prices, and we wil study the special qualities of fee 
competitive markets This chapter will also examine so developments in the 
fields of consumer and producer behaviour that provide novel explanations on how these 
fundamental decision-makers make choices 
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2.1 Introduction to 
competitive markets 


ARMUNG OBJECTIVES 


Markets 


The nature of markets 

A market originally wis a place where people gathered 
to buy and sell goods, Such markets sill exist today, for 
example cattle narkets fish markets, fruit and vegetable 
markets and lea markets, involving a physical meeting 
place where buyers and sellers meet face to face, 


volved to include 
buyers and 


of goods, services or resources ore linked 
together to carry out an exchange, 


The market may be in a specific pics (such asa 
Vegetable market), orit may involve many diferent 
places (such as the oil market), Buyers and sellers 
may meet (suy, in a shop), or they may never meet, 
communicating by fax. phone, internet, classified ada, 
'or any other method which allows them to convey 
information abou price, quantity and quality. 


A market can be local, where the buyers and sellers 
originate from a local area; it may be national, in which 
case the buyers and sellers are from anywhere within 

a country: or it may be international with buyers aad. 
sells from anywhere in the world. For example, small 
neighbourhood bakeries produce and sell bread aud 
other baked goods for the local community - this is a 
local market. Local takeaway restaurants also produce 
for the local market, The labour market, on the other 


hand, tends to bs mostly a national market, By contrast, 
the world cil market includes oil producers in different 
countries, and buyers of oil virtually everywhere in 
"be world, as well as wholesalers, retailers and other 
intermediaries involved in buying and selling oil around 
the world. 

Goods and services are sold in product markets, while 
sesources (factors of production) are sold in resource 
markets (factor markets), 


1 What is a market? 


2 Suggest more examples of local, national 
and international markets. 


The meaning of a competitive market 


Competition is generally understood to bea process in 
winch rivals compete in order to achieve some objective, 
For example, firms may compete with each other over 
‘who will sell the most output, consumers may compete. 
‘over who will buy a scarce product, workers compete over 
who will get the best jobs with the highest salaries, 
countries compete over which will capture the biggest 
export marketa. 


Beyond this everyday sense, competition ir 
microcconomics occurs when there are many buyers and 
seller acting independently. vo that no one has the ability 
to influence the price at which a product is sold, This 
should be contrasted with marker power (also known 

as monopoly power) which refers to the control that a- 
seller may huve over the price of the produet it sells. 

‘The greatcr the market power, the greater is the control 
over price. On the other hand, the greater the degree of 
corpetition between sellers, the smaller their market 
Power, and the weaker is their control over the price. 


In this chapter we will study competitive markets 
composed of large numbers of sellers and buyers 
acting independently, so that no one individual seller 
or small group of sellers has the ability to control the 
price of the product sold, Instead, the price of the. 
product is determined by the interactions of many 
sellers and buyers, through the forces of demand 

and supply 


2) 
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2 Competitive markets: Demand and supply 


2.2 Demand 


LEARNING QR: 


Understanding the law of 
demand and the demand curve 


Demand is concerned with the behaviour of buyers 
Consumers (or households) are buyers of goods 

and services in product markets, whereas firms (or 
businesses) are buyers of Factors of production in 
resource markets In out analysis of demand and supply 
will focus mainly en product markets and therefore 
the behaviour of consumers as buyers (though the 
same general principles described here apply also to the 
behaviour f rms as buyers in resource markets), 


Individual demand 


As buyers, consumers are demanders of those items they 
ish to buy. 


The demand of an individual consumer indicates 
the various quantities of a good (or service) the 
consumer is willing and able to buy at different 
possible prices during a particular time period, 


ceteris paribus. 


A consumer's demand for a good can be presented asa 
demand schedule, or as a table listing quantity demanded 
at various prices Table 2,1 shows a consumer's demand 
schedule for chocolate bars. When the price of chocolate 
bar: is $5, the consumer is willing and able to buy two 
chocolate bars in a week. When the price is $4, the 
consumer is willing and able to buy four chocolate bars 
in a week, and so on. 


price of chocolate bars (9) 


of 4 6 8 lw 
‘aunty of chocolate bars per week 


Figure 2.1: Demand curve for an individual consumer 
‘Willing’ means the consumer wants to buy the good: 
‘able’ means that the consumer can afford to buy it. (You 
may want to buy a Ferrari, but ean you afford it? If not, 
your desire to buy one wiil not show up as demand for 
Ferraris. Or, you can afford a Ferrari but you have no 
desire to own one; again you will not have any demand 
for Ferraris) 
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Ceteris paribus means tha all things other than price 
that can affect how much ihe consumer is willing and 
able to buy are assumed to be constant and unchanging 
(see Chapter I, and Quantitative techniques’ chapter in 
the digital coursebook). In fact, the consumer's demand 
is affected not caly by price, but also by many other 
things like income, tastes and prices of related goods 
For the moment, we ignore all these and concentrate 
only on the relationship between the quantity of a goost 
sd its price. 


The information contained in the demand schedule 
can be plotted asa graph, shown in Figure 21. The 
price of chocolate bars is plotted on the vertical axis 
and quantity of chocolate bars on the horizontal 
ais The curve in Figure 2.1 is a demand curve, Note 
that even though this is a straight line, it is referred lo 


The demand schedule and demand curve do not tell us 
anything about how many chocolate bars the consumer 
will actually buy and what price the consumer will 

pay. This information will be given to us later through 
the interacuon of demand with supply. The demand 
information only tells us how many chocolate bars the 
consumer would be prepared to buy if the price were $5 
or S4, und soon, 


The law of demand 


The demand curve plotted in Figure 2.1 illustrates a 
very important relationship: as the price of a good falls, 
the quantity of the good demanded increases When 


two variables change in opposite directions, so that as 


falls, the other increases, they are sid to have a 
wgative (or “indirect’) relationship, This relationship 


a Demand of consumer A 


b Demand curva of consumer B 


isa ‘causal’ one, because changes in price cause changes 
in quantity demanded, The negative relationship 
between price and quantity demanded is known as the 
lav of demand. 


According to the law of demand, there is a 
negative relationship between the price of 
a good and its quantity demanded over a 
particular time period, ceteris paribus: as the. 
price of the good increases, quantity demanded 
falls as the price falls, quantity demanded 
Increases, cotoris paribus 


‘The law of demand is most likely to be consistent with 
your experience. The higher the price of a good, the less 
fof i you are probably willing and able to buy. 


From individual demand to 
market demand 


So (ar we have considered the demand for a good of 
fone individual consumer. Marker demand shows the 
total quantities in the market for the good consumers. 
are willing and able to buy at different prices (during 
u particular period of time, cereris paribus). Market 
sum of all individual demands for that 
"igure 2.2 shows how the quantity demanded 
umer A is added to the quantity demanded 
umer B, and so on until all the quantities 
demanded by all consumers of chocolate bars are 
‘added up. (Note that consumer A hax a different 
demand for chocolate bars than consumer B, 
indicating different preferences). For example, at 


€ Market demand 
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Figure 2.2: Market demand as the sum of individual demands 
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2 Competitive markets: Demand and supply 


the price of $4, we add the four bars demanded by L 
consumer A lo the five bars demanded by consumer B, Week. marti 
and so on to all the quantities demanded by other AQ demand s in demand 


consumers, to arrive at the sum of 6000 chocolate 
bars per week. Thìs sum is a point on the market 
demand curve Dy, When we add individual demands 
in this way for each of the possible prices, we derive 
the entire market demand curve Dy, showing the total 
dernan in the chocolate bar market. 


Market demand is the sum of all individua! 
demands for a good. The market demand 


curve illustrates the law of demand, shown by oe a [3 a 
the negative relationship betwean price and 


quant) demanded, Figure 2.3: Shifts in the demand curve 


"The non-price determinants of market demand include: 


Non-price determinants of ^ Income in the cave of normal goods, A good isa 
T ‘oem god when demand for i increases in response 

demand and shifts of the onn increase in consumer income (demand for 

demanditurve the good varies directly with income). Most goods 


are normal goods, Therefore, an increase in income 
Teads to a rightward shift in the demand curve, and a 
decrease in income leads to a leftward shift. 

5 Income in the case of inferior goods. While most 

joods are normal, there are some goods where the 

demand falls as consumer income 


The non-price determinants 


‘The oousprice determinants of demand are the varia 
other than price that can influence demand. They an 
variables assumed to be unchanging by use of the eri 


peine the good ia then m feror god (he demand fr 

Changes the noe rie deterincnt demand. the good varies inversely with income) Examples 

case shit in te demand curve: the entire dem of inferior goods ars second-hand clothes, 
ud cars nd bus ike Asacome incre 


curve moves to Ihe right or to the left. In Figure 24, 
note that the vertical axis is labelled 7^, standing for consumers switch to more expensive alternatives 
price, and the horizontal ax i labelled ^ standing (new clothes, new eats and eats or aeroplanes rather. 
for quantity, Suppose the original demand curve is ‘than travelling by bus), and so the demand for the 
ven by Dj. prin iP), then the demand curve 2, inferi goods falls Thus an increase in income 
dicata that quantity Q, wil be demanded. If the Jesds to a lefiward shift in the demand curve and a 


demand curve shifts to he right, o D, al the same ‘lctease in income produces a rightward shift. 
price Py a Invert quantity, Qs, willbe demanded. If, ^ Preferences and tastes. If preferences and tastes 
tn the other Pand, the demand curve shifts to the left, change in Tivour of a product (the good becomes 
from Dy to Ds then a smaller quantity, Oy, will be ‘more popular), demand increases and the demand 
demanded at the same price ^ Curve shifts to the right if astes change against the 


Product (it becomes less popular), demand decreases 
‘and the demand curve shifts to the e 


‘ght shift of the demand curve indicates that 
more is demanded for a given price; a leftward shift of 


the demand curve indicates that less is demanded fora © Prices of substitute goods. Two goods are 
given price A rightward shift of the curve ts called an substitutes (substitute goods) if they satisfy a 
aereas in demand: a leftward shift i called a decrease similar need. An example of substitute goods 
in demand. is Coca-Cola" and Pepsi®, A fallin the price 


of one (say, Coca-Cola) results in a fall in the 


——E—>__ —————————— M 
s) 
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demand for the other (Pepsi). The reason is that 
as the price of Coca-Cola falls some consumers 
switch from Pepsi to Coca-Cola, and the demand 
for Pepsi falls. On the other hand, il there is 
an increase in the price of Coca-Cola, this will 
result in az increase in the demand for Pepsi 
as some consumers switch from Coca-Cola to 
Pepsi, Therefore, for any two substitute goods 
X ond Y, a decrease in the price of X produces 
^ leftward shift in the demand for Y, while an 
increase in the price of X produces a rightward 
shift in the demand for Y. In briel, in ths case 
of substitute goods, the price of X and demand 
for Y change in the same direction (they both. 
increase or they both decrewss), Other examples 
of substitute goods are oranes and apples, 
Cadbury and Nestlé chocolate, and milk 
ond yoghurt 

^ Prices of complemeatary goods. Two goods are 
complements (easyplementary goods) if they tend to 
be used together. An example of complementary 
goods is computers and computer software. In. 
his cose a fall in the price of one (say, computers) 
leads to an increase in the demand for the other 
‘computer software). This is because the fall in the 
price of computers results in a bigger quantity of 
computers being purchased, and the demand for 
computer software increases. Therefore, for any 
two complementary goods X and Y, à fall in the 
price of X leads to a rightward shift in the demand 
for ¥ ase in the price leads to 
a leftward shift in the demand for Y, In the case 
of complementary goods, the price of Y and the 
demand for Y change in opposite directions (as 
‘one increases the oiher decreases). More examples 
of complementary goods are shoes and shoe laces, 
tennis shoes and tennis rackets, and table-tennis. 
balls and table tennis rackets, Note that most 
goods are sot related to each other; these are called 

pendent goods For example, pencils and 

apples cars and ice cream, telephones and books 
oue unrelated to one another, and the change in 
the price of one will have little or no effect or the 
demand for the other. 

^ The number of consumers. If there is an increase in 
the number of consumers (demanders), demand 
increases and therefore the market demand curve 
shifts to the right: if the number of consumers 


decreases, demand decreases and the curve shifts 
to tbe left. This follows simply from the fact 


that market demand is the sum of all individual 
demands. 


change in price, i called a'change in quantity demanded 


P 
N 
A change in 
tity 
demanded 
b 
^ 
| 
o 
o q Q$ [] 


b. A shift ofa demand curve, caused by a change ina 
determinant of demand, called a "change in demand' 


demand 


increase 
nD 


" [] 


Figure 24: Movements al 
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Movements along a demand curve and 
shifts of the demand curve. 


[is important to distinguish between movements 
along a demand curve, and shifts of a demand curve. 
Whenever the price of a good changes, ceteris paribus, 
it leads to a movement along the demand curve, In 
Figure 24a), if the price falls from # to Ps, the 
‘quantity of the good demanded increases from Q, 

1o Gs, A movement along the demand curve from A 

to B has occurred; this s referred to as an inves im 
quantity demanded. An increase in price gives vise to a 
decrease in quantity demanded, resulting in a movement 
from B to A. 


By contrast, any change in a non-price determinant of 
demand results in a shift in the entire demand curve, 
as shown in Figure 24(b); this i called a change in 
demand, For example, if here is an increase in the 
number of buyers, the demand curve shifts rightward 
from D, to Da: this w called an erease in demand, 
shown in Figure 2 (b). A decrease in the number of 
buyers causes leftward shift of the demand curve 
from Dy to Dy; this is called a decrease in demand. 

To summarise: 


‘Any change in price produce 
demanded shown as a movement on the dan 
curvo, Any change in a non-price determinant 
of demand leads to a change in demand, 

represented by a shift of the entim demand curvo. 


change in quantity 
nd 


Define ‘demand! 


State the law of demand. 
c Explain whether he law of demand 
shows a negative or positive relationship, 
d Show the law of demand in a diagram. 
© Describe the relationship between 
individual demand and market demand. 


{Distinguish between a ‘change in 
demand’ and a ‘change in quantity 
demanded! and explain the cause or 
causes of each. 


3. How would you show the difference 
between a movement along the 
demand curve and a shift of the 
demand curve in a diagram? 


hy Identify the non-price determinants of 
demand, 


2 Using diagrams, show the impact of each 
of the following on the demand curve for 
product A. 


^ The number of consumers in the market 
for product A increases, 

b^ Consumer income increases and 
product A is an inferior good. 

© Consumer income decreases and 
product A is a normal good, 


d. A news report claims that use of 
product A has harmful effects on health 


©The price of substitute good B falls 


{Tho price of complementary good B 


Assumptions underlying the 
law of demand (HL only) 


The law of diminishing marginal utility 
‘The li of diminishing marginal utility is based on a 
sinpie theory of consumer behaviour that explains 
the negative relationship between price and quantity 
demanded, or the law of demand 


‘Ut is the satisfaction that consumers gain from 
consuming something. I isa subjective concept, because 
satisfaction is something that depends entirely on 
personal tastes and preferences which vary from person 
tw person. 

Utility cannot be measured, but for the purposes 

‘of developing the theory, we assume that uulity is 
{quantifiable (it can be measured in terms of numbers of 
units), and the unit that we use is the wil. Utils do not 


a) 
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exist in actual fact, however we assume they exist for the 
purposes of building the U:cory 


Tora utility is the tota satisfaction that consumers get 
from consuming something, while marginal utility is the 
extra satisfaction that consumers receive from consuming 
fone more unit of a good. Table 2.2 shows how total 
utility and marginal utility are related to each other. You. 
can sec that both total utility and marginal utility are 
measured in utils 


Table 2.2 shows Anna's preferences when she buys 
T shirts. The first T shirt provides her with 15 utils of 
total utility. This is also her marginal utility. When 
she buys a second T shirt, her total utility increases 
from 15 utils to 27 utils, but her marginal utility, or 
extra satisfaction from buying the second T shirt has 
fallen to 12 utils. The marginal utility of the second 
unit is simply the total utility of the second unit minus 
the total utility of the first uait, which is 27 utils - 15 
"ntis = 12 utils. And vo on with each extra T shirt 

‘he buys, Her tota! utility increases, but her marginal 
utility falls, Masgunal utility keeps decreasing and at 
some point it may even become negative, meaning 
that total wiity starts to fall. This pattern illustrates 
the lav of diminishing marginal utility, which is 
bured on the idea that the satisfaction consumer 

yet com consuming more and more units of a 

kood decreases 


The law of diminishing marginal utility expla the 
law of demand, As we know, according to the law of 
demand, as the price of a good decreases, quantity 
demanded increase ceteris parthus. The law of 
diminishing marginal utility show that ifthe consumer 
derives less and les utility roan each extra unit of a good 
consumed, then sbe or he wili buy additional units only 

if the price of the good falis 


According to the law of diminishing 
marginal utility, as consumption of a good 
increases, marginal utility, or the extra utility 
the consumer receives, decreases with each 
‘additional unit consumed, This underlies the 
law of demand, as It shows that a consumer 
will be willing to buy an additional unit cf a 
good only if its price falls. 


o B 
m 1 15 15 
2 E] 2 
3 E] 9 
a 32 5 
5 as 3 
" as o 
7 h a2 3 


Table 2.2: Total and marginal utility 


‘The concept of marginal utility is the basic building 
block of the theory of consumer behaviour, according 
to which consumers arrange their purchases of many. 
different goods in a way that will allow them to maximise 
The total utility they derive. 


The income and substitution effects 


ome and substitution effects are an alternative 
tion of the law of demand, 


As we huve seen, the law of demand shows the 
relationship between the price of a good and quantity of 
"he good demanded, cre paribus. Any price change 
causes a change in quantity demanded, shown as a 
movement along the demand curve. We will now see that 
the total effect of a price change on quantity demanded. 
can be broke down into two separate effects: the 
substitution effect and the income effect, with the total 
effect oi a price change being the sum of these two effects 


‘+The substitution effet: IF the price of a good falls, 
the consumer substitutes (buys more) of the now 
Jess expensive good. Therefore quantity demanded 
increases There is always a negative relationship 
between price and quantity demanded as a result of 
the substitution effect: as price falls, the quantity 
of the good demanded increases; as price increases, 
quantity demanded falls 
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‘©The income effect: Consider again a fallin price. 
This means that the consumers real income (or 
purchasing power) tas increased. (To understand 
What this means consider the following example. 
Say you bove S12 and you want to buy some 
pencils When the price is $4 per pencil, you can. 
buy three pencils Suppose then thatthe price of 
pencils falls to $3 per pencil You can now buy 
four pencils. The sum of money at your disposi] 
($12) has not changed, and yet the ‘purchasing 
power’ of $12, or what your money can bus, has 
Increased as a result of the fall in the price of 
pencils. ‘Real income’ ia the same as ‘purchasing 
power’ it increases as prices fal, d it decreases 
as prices rise) Therefore as price falls and real 
income increases, quantity demanded of the 
good increases, Once again there is a negative 
relationship between price and quantity demanded, 


Tho substitution effect and the income effect. 

force each other: a fall in price leads to an 
Increase in quantity demanded, both because 
of the substitution effect and because of the 

Income effect 


Jo ths case of most goods, whose price ina small fraction 
‘of income, the substitution effet is the most important 
part of the explanation of the law of demand, because 
being a small fraction of income, the effect ihat a price 
change has on real income will be tiny: The income effect 
becomes important only in the case of purchases of 
goods whose price take up a large fraction of income. 


Note that the above analysis refers to normal goods, 
Where income and demus change in the same direction; 
as real income increases, consumers want to buy 
more of the good, 1 vou are interested in seeing what 
happens in the ease of inferior goods you can read about 
it in the digital coursebook as Supplementary material. 


JNDERSTANDING 


Using an example, explain the law of 
diminishing marginal utility. 


How is this law related to the downward. 
sloping demand curve? 


Explain how the income and cubstitution 
effects can explain the downward sloping 
demand curve, 


Understanding the law of 
supply and the supply curve 


Supply is concerned with the behaviour of sellers, which 
include firms in the product markets and households 

im resource markets, As we ure focusing on product 
markets, we will consider the behaviour of firms as sellers 
(though tbe same general principles also apply to sellers 
of faston of production in resource markets), 


Individual supply 
Firms produce goods and services, and they supply them 
to product markets for sale. As sellers, therefore, they are 
suppliers of goods and servicen. 


The supply of an individual firm indicates 
the various quantities of a good (or service) a 
firm is willing and able to produce and supply 
to the market for sic at diferent possible 
prices, during a particular time period, 

ceteris paribus. 
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A firm’s supply of a good caa be presented as a supply 
Schedule, ora table showing the various quantities of a 
good the irm is willing and able to produce and supply 
at various prices. Table 2.3 shows a firm's supply schedule 
for chocolate bars, The same information appears as 

a graph in Figure 25, where price is plotted on the 
Vertical axis and quantity on the horizontal axis The line 
appearing in the diagram is the supply curve of the firm. 
IE ths price is $4, the firm supplies 500 chocolate bars 

in the course of a Week; if price were $3, then the fina 
Would supply 400 chocolate bars, and so on. 


Asin the case of demand, where price is only one thing 
that determines how much is demanded, o im the case 
of supply, price is only one thing that inuences how 
much the firm supplies to the market; hence the ceteris 
paribus assumption, For the momat, we will ignore 
other possible influences on supply and focus only on the 
relationship between price ord quantity 


5 600 
PR 500 E 
3 400 
2 300 
D 200 
Table 2.3: Supply schedule fora fm 
s 
5 
$* 
& 
i 3 
$a 
ay 


9' qo i00 300 400 soo 600 
quantity of chocolate bars [per week] 


Figure 2:5: Supply curve for a tum 


s) 


"The supply schedule and the supply curve do not tell us 
anything about how many chocolate bars the firm will 
actually supply to the market nor what price the firm will 
receive The supply information tells us only how many 
chocolate bars the firm would be prepared to produce 
and sli the price were $5, or $4, and so on. 


The law of supply 


‘The supply curve in Figure 2.5 illustrates an. 
important relationship: as price increases, quantity. 
supplied also increases. When two variables change 

in the same direction (as one increases, the other also 
increases) they are said to have a ‘positive’ (or "direc 
relationship, This relationship is a ‘causal’ one, because 
changes in price ice changes in quantity supplied. 
‘The positive causal relationship between the two. 
variables price nd quantity supped, is summarised in 
the law of supply. 


According to the law of supply, there Is 
positive relationship between the quantity 
of a good supplied over a particular time 
period and its price, ceteris paribus: as the 
price of the good increases, the quantity 
of the good supplied also increases; as the 
prica falls, the quantity supplied also 
ceteris paribus. 


From individual supply to market supply 


Market supply indicates the total quantities of a good 
"hat firms are willing and able to supply in the market 
at different possible prices and i given by the sum of 
all individus supplies of that good. Figure 2.6 provides 
an example where at each price, the quantity supplied 
by tim A is added to the quantity supplied by firm B, 
and so on, until all the quantities supplied by all firms 
producing chocolate bars are added up, For example, 
at the price of 83, firm A supplies 400 bars per week 
‘and firm B supplies 300 bars. If we add these quantities 
Together with all the quantities supplied by other 

firms, we obtain 8000 bars per week, which is a point 
‘on the market supply curve, S, corresponding to the 
price of $3, When the firms supplies ate added up this 
way for each possible price, we derive the market supply 
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à Supply af frm A Supply of fim Marker supply 
z " " 
Bs os s s Sn 
Ba 4 m 
i +3 + doe ny 
$a 2 themarket 2- 
5 
HE yo / | 
i 300 400 600 o 30 400 600 0 145681 
quantity of choca quantity of chocolate quantity of chocolate 
bars (per week) ars [per week) bars (thousands per week]. 
Figure 2s Markt supply m the su of val supple 
Market supply is the sum of all individual s 
fim supple for a good. The market supply 
curve ilustrates the law of supply, shown by a 
Positive ralatianship between price and quantity 
Supplied. 
The vertical supply curve 
Under certain spacial circumstance, the supply 
is vertical at some particular aed quanti, m 
Figure 2.7. A Vertical supply curve tells a that even a 
Price increases, he quantity supplied cannot increase it 
Femaine constant. The quantity supplied is independent 
Of price. There are two reasons why this may occur 
Thee is a fixed quantity af the good supplied o dewcsdesieneder E 
because there is no ie (o produce more of it recall aa 
For example, thee isa fed quantity of tickets 
iva theatre, becnase ther is a ied number of Fair Te vc po 


seats. No matter how high the price, it is not. 
possible t increase the number of seats in a short 
period of time 


^ There is a fixed quantity of the good because then 
is vo possibilty of ever producing more of it. This 
is the case with original antiques (for example, 
Stradivarius violins) and original painting: and 
sculptures of famous artists. It may be possible to 
make reproductions, but it snot possible to make 
more originals 


Non-price determinants 
of supply and shifts of the 
supply curve 


The non-price determinants 


We now turn to the non prise determinants of suppl, or 
the factors other an vice that can influence supply 
Changes in the determinants of supply cause shifts in the. 
supply curve. A rightward shift means that for a given 


s) 
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price, supply increases and more is supplied; a leftward 
shift means that for any prise, supply decreases and 
less is supplied, As Figure 2.8(b) shows, when supply is 
Sy quantity Q, wil be supplied at price P. If there is 
an increase in supply to Sz, at the same price Py, then 
Os quantity 1s supplied. If supply falls to S,, then Qs 
quantity is supplied at the same price Py. 


A rightward shift of the supply curve indicates 
that more is supplied for a given price; a 
leftward shift of the supply curve indicates that 

s is supplied for a given price. A rightward 
shift of the curve is called an increase in supply, 
a leftward shift is called a decrease in supply, 


‘The non-price determinants of market supply include 
the following 


^ Costs of factors of production (factor oF 

resource prices). The irm buys various 

factors of production (land, labour, capital, 

entrepreneurship) that it uses to produce it 

product, Prices of factors of production (such as 

wages, which are the price of labour) determine the 

m'i costs of production. If a factor price rises 

production costs increase, production becomes [eie 
profitable and the firm produces les; the supply 
Curve shifts to the left. I a factor price fll, costi 
of production fall, production becomes more 
profitable and the firm produces mom: the supply 
Curve shifts to the right. 


a Amoverent along the supply cave, caused by a change 
in price, i called a change in quantity supplied 


* Technology, A new improved technology lowers 
costs of production, thus making production more 
profitable Supply increases and the supply curve 
Sifts to the right. In the les likely) event that a firm 
uses a less productive technology, costs of production 
increase and the supply curve shifts leftward. 

+ Prices of related goods: competitive supply. 
Competitive supply of two or more products refers 
to production of one or the other by a firm: the 
goods compete forthe use of the same resources, 
‘and producing more of one means producing less 
' the other. For example, a farmer, who can grow 
wheat or corn, chooses to grow wheat. Ifthe price 
of corn increases, the farmer may switch to corn 
production as this i now more profitable, resulting 
in a fall in whent supply and a leftward shift of the 
supply curve. A fall in the price of corn results in 
an inerease in wheat supply and a rightward shift 
of the supply curve. 

^ Prices of related goods: joint supply. Joint supply 
‘of two oF more products refers to production of 
goods that are derived from a single product, so that 
it is not posible to produce more of one without 
producing more of the other, For example, butter 
‘and skimmed milk are both produced from whole 
‘milk; petrol (gasoline), diesel oil and heating oil are 
all produced from crude oil. This means that an 
increase in the price of one leads to an increase in its 
quantity supplied and also to an increase in supply 
of the other joint products. 


b. A shift ofthe supply curve, caused by a change in a 
determinant of supply is called a ‘change in supply’ 
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Producer (firm) price expectations, I firms expect 
the price of their product to rise, they may 
withhold some of their current supply from the 
market (not offer it for sale), expecting that they 
Will be able to sell it at the higher price in the 
future; in this case, there isa fall in supply in the 
present and a leftward shift in the supply curve. If 
the expectation is that the price of their product 
will fall, supply increases in the present to take 
‘advantage of the current higher price, hence a 
rightward shift in the supply curve. 

Taxes (indirect taxes or taxes on profits), F 
treat taxes as if they were costs of production. 
Therefore, the imposition of a new tax or the 
increase of an existing tax represents an increase 
in production costs, o supply will decrease 

and the supply curve sbits to the lft, The 
elimination of a tax or « decrease in an existing 
tax represents a fuli in production costs; supply 
increases and the supply curve shit to the right. 
(See Chapter 4.) 

Subsidies. subsidy ira payment made to the 
firm by the government, and so has the opposite 
effect of a tax, (Subsidies may be given in order. 
ts increase the incomes of producers or to 
encourage an increase in the production of the 
good produced.) The introduction of a subsidy or 
on increase in an existing subsidy is equiv 

a fall in production costs, resulting in a ri 
shift in the supply curve, while the elimination 
of a subsidy or a decrease in à subsidy lads to à 
leftard shift. (See Chapter Y 

The number of firms. An increase in the number 
of firms producing the yood increases supply. 
resulting in à rightward shift in the supply curve; 


5^ Define ‘supply 


b State the law of supply. 


Explain the relationship between price 
and the quantity supplied, 


d Show the law of supply in a diagram. 


© Describe the relationship between. 
individual supply and market supply. 


a decrease in the number of firms decreases 
supply aad produces a leftward shill. This follows 
{rosy the fact that market supply is the sum of all 
individual supplies. 

* Shocks’, or sudden unpredictable events, Sudden, 
unpredictable events called ‘shocks’, can alfect 
supply, such as weather conditions in the case of 
agricultural products, war, or natural/man-made. 
catastrophes, For example, the Louisiana oil spill in 
2010 resulted in a decrease in the supply of locally 
produced seafood. 


Movement along a supply curve and 
shift of the supply curve 


Just as in the case of the demand curve, soin the case 
of the supply curve we distinguish between movements 
‘long and shifis of the entire curve, Movements along a 
supply curse can be caused only by changes in price. In 

Aur: Lia) as price increases from P to Pa, quantity 
supplied increases from Q to Qs, There has been a 
movement along the supply curve from A to B. This is 
called a change in quantity supplied. Y there is a change 
in a non-priee determinant of supply, supply will 
increase or decrease, and the entire curve will shift to 
the right or to the left, as in Figure 2.8(b) This is called 
oa change n supply. 


Any change in price produces a change in 
quantity supplied, shown as a movement on 
the supply curve. Any change in a determinant 
of supply (other than price) produces a change. 
in supply, represented by a shit of the whole 
supply cures 


{Distinguish between a ‘change in supply’ 
and a ‘change in quantity supplied’ and 
‘explain the cause or causes of each. 


9 Draw two diagrams to show the difference 
between a movement along the supply 
curve and a shift of the supply curve, 


dently the nor-prce determinants 
of supply 
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2. Give some examples of goods with a vertical 
supply cuve, 


3^ Using diagrams, show the impact of each 
of the following on the supply curve of 
product A, 


5 The number of fims in the industry 
producing product A decreases. 


b The price of oil, a key input in 
the production of product A, 


© ims expect that the price of product A 
wil fall in the future. 


d. The government grants a subsidy on each 
unit of A produced. 


©The price of product B falls, and B is in 
competitive supply with A. 

{The price of product B increases, and B is 
in joint supply with A. 


9 Anew technology is adopted by firms in 
the industry producing A, 


Assumptions underlying the 
law of supply (HL only) 


The lw of supply is based on the relationship between. 
production and the cost of production. We begin this 
‘ection by introducing some new concepts that are 
essential to understanding the relationship between 
prediction and costs, 


Law of diminishing marginal returns 


‘The short run and the long run in microeconomics 
All firms use inputs (or resources, or faciors of 
production) to produce output. The quantities of inputs 

ceded to produce output is deiem ined by a technic 
relationship between inputs and output. This techni 
relationship depends on a dtisetion between the shor 
rin amd the fong rur 


^ The short ranis time period during which at least 
‘one input i vd and cannot be changed by the 
firm, When we say fixed, we mean it is unchanging 

quinti y and quality. For example, if a firm 

wants to increase output, it can hire more labour 
od increase materials, tools and equipment, but 
it cannot easily change the sizeof its buildings, 
factories and heavy machinery The buiding. 
factories and heavy machinery that are unchanging 
are fixed, Whereas the labour and materials are 
variable. As long as the firm has at least one fixed 
input, it is operating in the short ua. 

^ The long run is a time period when all inputs 
can be changed. Using the example above, in 
this time period the firm can build new buildings 


and factories and buy more heavy machinery 
it can change all of its inputs, In the long run 
the firm has no fixed inputs; we say all inputs 
are variae 


Note that the short run and the Long run do not 
correspond to any particular length of time. S 
industries may change their fixed inputs over weeks or 
months while others may do so over many years 


‘We will make extensive use of the distinction between. 
the short run and the ong run in Chapter 7 For now 
you should note that the ideas developed in this sectio 
are concerned only with the short run. 


‘The meaning of marginal product 
‘We will now exatnins the relationship between inputs 
‘and output in the short run, Since we are studying the 
Short run, we bnow the frm has both fixed and variable 
inputs. For smplicity, lets consider a farm that produces. 
potatoes where the size of the farm and the agricultural 
machinery and tools are fixed, The variable inputs are 
labour and other agricultural inputs (seeds fertiliser 
‘and so on). The only way the farmer can increase the 
quantity of output in the short run is by increasing 
the quantity of the variable inputs it uses, We can now. 
distinguish between: 
+ total product, which is the total quantity of output. 
(potatoes) produced by the frm 
‘+ marginal product, which is the extra or additional 
output (potatoes) produced by one additional unit 
o a variable input. which we will assume to be 
Jabour: it tells us by how much output increases as 
labour increases by one worker 


s) 
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‘Table 24 shows how the total product and marginal 
product of each worker change as the number of 
Workers increases, We can see that the total product 
increases continuously. The marginal or extra product 
added by each worker is simply the addition to total 
product by each worker. So the first worker adds 20 
kilos of potatoes to total product, the second worker 
adds 10 kilos (= 50.— 20), the third worker 40 kilos 

i0 - S0) and so on. 


2 2 30 
3 % w 
4 120 30 
5 MT 140 20 
[sé 150 o 


‘able 2,4: Total product and marginal product 


Diminishing marginal returns 
What is interesting to note in Table 2.4 s that the marginal 
product of our variable input of labour at first increases, 
it reaches a maximum with the third Worker, and then 
begins to fall. This pattern of increasing and then falling 
marginal produet iso urea valid it has the tatus 

fof a law: it is known as tbe Lov of diminishing marginal 
returns or fr sbot, the: law of diminishing returns. 


Lets examine the reasoning behind this pattern. When 
there are zero workers on the land, there is no output at 
all itis equal to zero. When one worker is hired, there 
will be some output and so total product is 20 kilos of 
potatnes Marginal product is also equal to 20 kilos But 
‘one worker alone on the farm must do all the ploughing, 
planting. harvesting, and so on, and so output is quite 
low. When a second worker is hired, the two workers 
share the work, and total product increases to fifty kilos, 
indicating that the output produced by the two together. 
is more than double the output of the first working 
alone, The additional (or marginal) product due to the 
second worker (30 kilos) is greater than that of the first 


(20 kilos) Thi: process is repeated with the addition of 
the third, and marginal product increases. 


With three workers, marginal product is the greatest 
it can be; when the fourth worker is added, marginal 
product begins to fall, and falls continuously thereafter. 
This is the point at which diminishing returns begin. Why 
does this happen? It happens because of overcrowding: 
each additional worker has less and less land to work 
With, and so produces les and less output, Eventually, 
the conditions on the farm become so crowded that the 
sixth worker adds zero extra output, 


More generally, marginal product will begin to fall 
‘at some point not just on a farm with a fixed piece 

fof land, but whenever more and more units of a 
variable input are added to a fixed input (provided the 
technology of production is unchanging), For example, 
in the case of a factory where more and more workers 
are hired, exch extra worker will have fewer and fewer 
machines and equipment to work with, and so will add 
es a less output, 


Imagine what would happen if diminishing returns did 
not exist, Using our farm example, it would be possible 
for food production to increase indefinitely just by 
continuously adding variable inputs to a fixed piece of 
land -a clear impossibility! 


According to the law of diminishing marginal 
returns as more and more units of a variable 
input (such as labour) ore added to one or more 
fixed inputs (such as land), the marginal product. 
of the variable input at first increases, but there 
comes a point when it begins to decrease, 

This relationship presupposes that the fixed 
Inputs) rarnain fixed, and that the technology of 
production is also fixed. 


Increasing marginal costs and the firm's 
supply curve 
We will now discover the relationship between 


diminishing marginal returns costs of production, and 
the firm's supply curve, 


"Ihe meaning of marginal costs 
In economics we make frequent ue of the concept 

of total cost, which re very simply to all costs of 
production incursed by a firm. We can now consider the 
meaning of a new concept, marginal cost. 


s) 
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David Ricardo and the end of agricultural 
output growth 

David Ricardo, a famous English economist of 
the 19th century, believed that agricultural output 
would eventually stop growing, because as more 
and more labour and capital inputs were added 
to land that was fixed in quantity, the additional 
output of labour and capital would become. 
smaller and smaller unt it would no longer be 
possible for total output to increase futher 


Applying your skills 
1. Explain the concept that describes the 


process Ricardo was refeiring to. 


2. To what extent do you think Ricardo's fears 
were justified? 


Figure 2.9: Chitwan, Nepal. P 


ple working in rice feld at 


3. Suggest reasons for the growth of agricultural output in the real world in spite of a fixed quantity of land 


‘Marginal cost is the extra or additional cost of 
producing one more unit of output. It tells us 
Ly how much total costs increase if there is a 
increase in output by one unit. 


To understand what this means we can examine Table 2.5, 
We can see that as the number of units of total product 
increases, total cost increases, which i what we would 

nore output always involves more cot 

cost shows the addition to total cost arising from 
the production of one more iiit of output, So production 
of the first unit addi $12 i total cost, the second unit 

hind unit 6, 


nd so on. 


E 

E) 1) 
46 < 12 
SS ET 


Table 2.5: Total 


"I 


How marginal costs are related to diminishing 
marginal returns. 

You may have noted that marginal cost at frst decreases 
and then increases In fact this s the opposite of what 
happens with diminishing marginal returns. This s not a 
coincidence, in fact the pattern followed by marginal cost 
3s determined entirely by diminishing marginal retums 
This can be een in Figure 2.1. 


When marginal produet increases, marginal cost 
decreases; when marginal product is maximum, 
"marginal cost is minimum; and when marginal 
produci falls, marginal cost increases. 


Lety examine this relationship more carefully Remember 
"hat at low levels of output, the marginal product of 
lubour, or the output of each extra worker increases, 

So cach worker produces more and more output, Since 
Workers add to costs, and each worker produces more 
and more output, the cost of producing each additional 
unit of output falls. 


On the other hand, when marginal product or the 
additional output of each worker becomes less and less, 
the cost of each extra voit produced (marginal cost) must 
be increasing, 


Similarly, when tie udditional output produced by an 
‘extra worker is the most it can be, then the extra labour 
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marginal 

product curve: 
diminishing 

marginal returns 


units of variable input (labour) 


marginal 


Tenin 
Jea cds 
Loney 


marginal cost 


i 


unis of output 


Figure 2.10: Marginal product, marginal cost and tho fim 
supply curve 


cost of producing an additional unit of output is the 
Feast it can be. 


Marginal cost and the firm's supply curve 
As we discussed earlier, he firm's supply curve shows the 
quantities of à good the firm is willing end able to produce 
and sell at various prices, ceteris pen hrun, We now know, 
however, that the firm has costs o production, These costs 
must be covered through the os earnings from selling 
its output. The firm's earnings per unit of output sold are 
determined by the price of cach unit of the pood. 


follows then that the firm will be willing and able to 
supply some quantity as long as the price is enough to 
cover its costa Therefore we can think of the supply 
curve as showing the price that the firm i willing to 
accept to produce one more unit of the good. In fact, 
When marginal cost is increasing, the firm can only 
produce more output if the price of the good increases 
to cover the extra cost of each extra unit produced. As 

a resul, a portion of the upward sloping por! ol the 
marginal cost curve in Figure 2.10 is the firm's supply 
curve. This is represented in the bold face portion of the 
marginal cost curve. The supply cuve begins at the point 
on the marginal cost curve where the firm is making 


enough revenu: so that it is better off producing than. 
shutting down.! 


The firm's supply curve is a portion of its 
marginal cost curve that shows the price- 
quantity combinations where the extra cost of 
producing one more unit of output (the marginal 
Cost) is equal to the price of that unit. 


YOUR UNDERSTANDING 


1 Explain the law of diminishing marginal 
returns and outline why this law holds only 
in the short rur 


2 Explain why marginal cost falls as marginal 
product increases, and why it increases as 
marginal produet falls 


2 Analyse the relationship between a firm's 
marginal costs and its supply curve. 


2.4 Competitive 
market equilibrium: 
demand and supply 


Ha occus when the fam a covering al ofits variable costs. An explanation cf this opi is beyond the scope of the I labs 


s») 
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The market demand and market supply for chocolate 
bars that we considered separately earlier in this chapter 
show the quantities consumers and firms are wing and 
‘able to buy and sell at each price. We will now put market 
demand and market supply together to find out how 
these interact to determine what happens in the market 
for chocolate bars 


Market equilibrium 


Excess demand (shortages) and excess. 
supply (surpluses) 


Figure 2.11 presents the same market demand and 
supply curves that appeared in Figures 2.2(c) and 2466), 
The same information appears os a demand schedule and 
i supply schedule in Table 26 


In both Table 2.6 and Figuze 2.11 we see that when 
the price of chocolate bu; is $3, quantity demanded 

is exactly equal to quantity supplied, at 8000 chocolate 
bars Note that there is only one price where this can. 
occur. At a higher price, say S4, quantity supplied (10000 
burs) is greste" than quantity demanded (6000 bars), 
There is excess supply, or a surpls of 4000 bars 

(10004 — 6000). At the even higher price of $5, there ie 

i largar excess supply (surplus) of 8000 bars 


Suppose the price in is market i initially $5, At this 
s, chocolate producers would be willing and able 
produce 12000 bars, but consumers woud only be 
willing and able to buy 4000 bars, What wil happen? 
With unsold output of 8000 bars, producers will 
lower their price to encourage consumers to buy more 
chocolate As the price falls quantity supplied becomes 
smaller and quantity demanded becomes bigger. As long 
as there is a surplus, there vil be a downward presure 
on the price. The price will keep falling until it reaches 
the point where quowity demanded is equal to quantity 
supplied, and the surplus is eliminated, 


Ata lower price than $3, sy $2, quantity demanded 
(10000 bars) is larger than quantity supplied (6000 

bars}. There is now excess demand or a shortage of 4000 
bars (10000 6000). IF price were even lower, at SI, the 
shortage would be larger, at 8000 burs, At a price of 

SI, producers would be willing and able to supply only 
4000 bars, whereas consumers would be willis and 
able to buy 12000 bars. Producers will etie that the 
chocolate bars are quickly sold out, and so begin to raise 
the price As they do so, quantity demanded begins to 
falland quantity supplied begins to rise. The shortage 

in the chocolate market exert an upward pressure on 
price. The price will keep increasing until the shortage 


is eliminated: shis will happen when quantity supplied is 
exactly equal to quantity demanded, 


5 4000 12000 
4 6000 10000, 
3 8000 8000 
2 0000. 000 
1 | ro 4000 


Table 2.6: Market demand and supply schedules for 
chocolat 


market equilibrium 


price of chocolate bars (5) 


quantity of chocolate bars (thousands per week) 


Figure 2:31: Market equilibrium 


The existence of excess demand (a shortage) 
or excess supply (a surplus) in a free market will 
cause the price to change so that the quantity 


demanded will be made equal to quantity 
supplied. In the event of excess demand, price will 
rae; in the event of excess supply, price wil fall 


Market equilibrium 


Equilibrium is det as a state of balance between. 
different forces, such that there is no tendency to change 
‘This is an important concept in economies that we will 


s) 
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encounter repeatedly. When quantity demanded is equal 
to quantity supplied, thee is warket equilibrium; the 
forces of supply and demand are in balance, and there is 
no tendency for the price to change. Market equilibrium is 
determined at the point where the demand curve intersects 
the supply curve. The price in market equilibrium is the 
equilibrium price, and the quantity is the equilibrium 
‘quantity, At the equilibrium price, the quantity consumers 
are willing and able to buy is exactly equal to the quantity 
ferns are willing and able to sell. This price is known 

is the market price, In the market for chocolate bara in 
Figure 2.11, the equilibrium price is $3 per chocolate 

bar, and the equilibrium quantity is 8000 bars At any 
price other than the equilibrium price, there is market 
dlisequlibrim. In a free competitive masket, a market 
disequilibrium cannot last, as demand and supply farce 
the price to change until it reaches its equilibrium level 


competitive markit equilibrium, quantity 
demanded equais quantity supplied, and there is 
no tendency for the price to change, In a market 
disequilibrium, there is excess demand (shortage) 
or exces: supply (surplus), and the forces of 
demand and supply cause the price to change. 
uni the market reaches equilibrium. 


Changes in market equilibrium 


Once a price reaches its equilibrium level, consumers and 
firm are satisfied and will not engage in any action to 
make it change. However, if there v a change in any of 


a Increase in demand 


the non-price determinants of demand or supply, a shift 
in the curves results, and the market will adjust to a new 
equilibrio. 


Changes in demand (demand curve shifts) 


In Figure 2.12) Dy intersects Sat point a, resulting 
in equilibrium price and quantity Py and Qj 
Consider a change in a determinant of demand that 
auses the demand curve to shift to the right from Dy 
do Ds (For example, an increase in consumer income 
in the case of a normal good). Given Da, at the initial 
price, P, there is a movement to point b, which 
Tesis in excess demand equal to the horizontal 
distance between prints a and b, Point b represents 
‘disequilibrium, where quantity demanded is larger 
than quantity supplied, thus exerting an upward 
pressure on prie The price therefore begins to 
increase, causing a movement up Ds to point c, where 
excess demand is eliminated and a new equilibrium 

is reached. At e, there is a higher equilibrium price, 
Ps, and greater equilibrium quantity, Os, given by the 
intersection of Dy with S. 


A decrease in demand, shown in Figure 2.120), leads 
toa leftward shift in the demand curve from Dy to 

D, or example, due to a decrease in the number of 
consumers). Given Ds, at price Py, there is a move 

from the initial equilibrium (point a) to point b, where 
quantity demanded is ess than quantity supplied, and 
therefore a disequilibriur where there is excess supply 
‘equal to the horizonti difference between a and b. 
‘This exerts a downward pressure on price, which 


b Decrease in demand 
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Figure 2.12: Changes in de 


end and the new equilibrium price and quantity 
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falls, causing a movement down D; to point c, when 
excess supply is eliminated, and a new equilibrium is 
reached. At c, there ts a lower equilibrium price, Py, 
and a lower equilibrium quantity, Qs, given by the 
intersection of D, with S. 


Changes in supply (supply curve shifts) 


We now consider supply curve shifts that can arise 
from changes in the determinants of supply. In. 
Figure 2.13(a), the initial equilibrium is at point 

a where D intersects Sı, and where equibbrrum. 

price and quantity are Py and Qj. An increase in 
supply (say, due to an improvement in technology) 
shifts the supply curse to S, With Sy and initial 
price Py, there is a move from peint a to b, where 
there is disequilibrium due to excess supply (by the 
amount equal to the horizovtal distance between 

o and b). Therefore, price begins to fall, and there 
results a movement down S; to point c where a new 
equilibrium is rsached, At c, excess supply has been 
eliminated, aad there isa lower equilibrium price, Py, 
but a higher equilibrium quantity, Qs 

A decrease in supply is shown in Figure 2.13(b) (ay 
due toa fall in the number of firms). With the new 
supply curve Sy, at the initial price Py, there hos been 
1 move from initial equilibrium a to disequ 

point b, where there is excess demand (eann 


^ Increase in supply 
r ntt 


s 


distance betwecn a and b). This causes an upward 
pressure ov price, which begins to increase, causing. 

a move op Sy until a final equilibrium is reached at 
point c, where the excess demand has been eliminated, 
and there is a higher equilibrium price P4 and lower 
quantity Qs. 


Free and economic goods revisited 
You may remember from Chapter 1, Section 1.1, 

that free goods are goods that are not subject to the 
condition of scarcity and have a zero opportunity. 
cost, while economic goods are subject to scarcity 
and have an opportunity cost greater than zero. 

We are now in a better position to understand the 
difference between the two by use of demand and 
supply analysis, Figures 2.14(a) and (b) show a free 
and economie good respectively. A free good is à good 
Tor which the quantity supplied is greater than the 
quantity demanded when the price is zero. Supply 

ix so lige relative to demand that there is excess 
quantity supplied even at a zero price. An economie 
good is good for which quantity supplied is smaller 
than quantity demanded when the price is zero. A free 
good can change into an economic good as à result of 
‘leftward shift in the supply curve (reduced supply) 
or a rightward shift in the demand curve (increased 
demand). When demand and supply intersect at à 
price greater than zero, the good has become m 
economic pood. 


Decrease in supply 
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Figure 2.13: Changes in supply and the new equilibrium price and quantity 
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a Free good b Economic goad 
P P 
Supply 
perand. Suppl 
D ri o ri 


Figure 2.14: Free and economic goods 


Part I: Avocados and demand for healthy fats 
For thousands of year: the avocado was held to be a 
sacred fruit in Central America.Yet this was not so in much 
of the rest of the world, In 1982, it was reported that an 
‘oversupply of avocados in the United States led to a drop 
in price so laige that producers considered selling it as 
food for dogs (though avocados cause an upset stomach 
in dogs). An important reason why consumers avoided 
avocados was thair high fat content, 


In more recent years, consumers’ regard forthe avocado has 
changed dramatically, thanks to tho distinction that science. 
has made between the ‘good! and ‘bac fat content of foods. 
Avocados are plentiful in ‘good’ or heathy (monounsaturated) 
fats, and in addition contain a host cf healthful minerals and. 
Vitamins. Consumers around the world are now eating far 
more avocados than ever befara, and their price i rising. 


Source: hitpe//iverheadioeal com Figure 


Part Il: Potato chins (crisps) and the supply of potatoes 
The summer of 2018 was the hottest in the UK since 1976. As a result there was a significant drop in 
quantities produced of many crops. By the fall UK farmers noted that potato crop were reduced by one- 
third. This gave rise to an increase in the price of potato chips (rapa 


Source: wvwindapendent co uk 
Applying your skills 
Using diagrams in each case, analyse and explain 


1 the effect on avocado prices of consumers’ perceptions that avocados are unhealthy due to their high 
fat content 


2 the effect on avocado prices of the information that avocados are very healthy 


3 the effect on the price of potato chips (crisps) of extreme weather conditions in the UK. 
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In Figure 2.11, state whether there is 
‘excess supply (a surplus) or excess demand 
{a shortage), and how large this is if price per 
checolate bar is: 


a 
b 


Use a demand and supply diagram to: 
^ show equilibrium price and quantity, 


b show possible disequilibrium prices and 
quanthtios, 


© relate disequilibrium prices to excoss 
demand (shortages) and excess supply 
(surpluses), 


J| explain the meaning of ‘market 
equilibrium’, and 


9 explain the roles of demand and supply in 
achieving market equilibrium. 


Use supply and demand dingrams to ilustrate 
the following events 


^^ Freezing weather deztioys the orange crop. 
and the price of oranges rises. 


b The mass media report on the fat content. 
of cheese and the price of cheese falls. 


c Anew technology of production for 
‘computers is developed and the price of 
computers falls. 


d Milk, an input for ice cream production, 
becomes more expensive and the price of 
ice cream increases. 


© The mass media report on the health 
benefits of olive oil and the price of olive 
oll increases. 


Assuming a competitive market, use demand 
and supply diagrams to show in each of the 
following cases how the change in demand or 
supely for product A creates a disequilibrium 
consisting of excess demand or excess supply, 
and how the change in price eliminates the 
disequilibrium. 


^ Consumer income incres 
good) 


Consumar income falls (A is an inferior good), 


(Aisa normal 


Thoro is an increase in labour costs. 


Tho price of substitute good B fall 


Tho number of firms in the Industry 
producing product A incre 


6 A.sierosstul advertising campaign 
omphatises the health benefits of product A, 


2.5 The role of the price mechanism 
and market efficiency 
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Prices determined by the forces of supply and demand in 
competitive markets are known as the price mechanism, 
"The price mechanism serves some important functions 
hat we will now explore, 


Functions of the price 
mechanism 


Prices as signals and incentives and the 
allocation of resources 


1n Chapter | we saw that the condition of scarcity 
forces societies to make choices. As the production 
possibilities model ilustcated (Figure 1.1), assuming 
the economy is producing on its productio 
possibilities curve (PPC), it must decide on what 
particular point on the PPC it wishes to produce 
‘This involves choice about what/bov much ta 
produce, which is a decision on one aspect of resource 
allocation, It also involves a choice about which of 
its available resources and in what quantities, it will 
allocate to produce the combination of goods and 
services it has chosen, This is a choice on the Au 
produce question of resource allocation. 


to 


This brings us to an important question, How does 
a society make a choice about where ta be on its 
PPC! Who decides, and how is this decision car 
out? In a market economy, it 1 simply prices in fr 
markets, resulting from the interactions of demanders 
and suppliers, which make the decisions and carry 


them out, We kave learned that when markets operate 
under competitive conditions, market demand and. 
market supply, composed of numerous individual 
demanders and suppliers, determine equilibrium 
prices and quantities for goods (and services and 
resources), At these equilibrium positions, the buying 
and selling choices of all buyers and sellers are 
satisfied and are in balance, This market mechanism, 
Working through prices, is known as the invisible 
hand of the marker, a phrase fist used by Adam 
‘Smith, whose contributions to economics were 
explained in Chapter 1. The invisible hand succeeds 
in co-ordinating the buying and selling decisions 

of thousands or millions of decision-makers in an. 
economy without any central authority. The what! 
how much to produce question of resource allocation 
is answered because firms produce only those 

goods consumers are willing and able to buy, while 
consumers buy only those goods producers are willing 
und able (o supply; and the how fo produce question. 
of resource allocation is answered because firms use 
hoe resources and technologies in their production. 
process that they are willing and able to pay for 


How do prices and markets achieve the task of resource 
allocation? 


The kay to the market’ ability to alloca 
resources can be found inthe signalling 

and incentive functions of prices in resource. 
allocation. As signals, prices communicate 
information to decision-makers, As incentive 
prices motivate decision-makers to respond to 
the informatio, 


We will esanane the i 
prices y use of the foll 


An example from a product market 

Suppose consumers decide they would like to eat 
more strawberries because of their health benefits 
(à change in tastes): demand increases and the 
demand curve shifts to the right from D; to Ds in 
Figure 2,16(a), At the initial price, Pi, this results in 
a shortage equal to the difference between Q3 and 
Qu: the quantity demanded Qs, due to the increase 
in demand to Ds, is larger than quantity supplied. 
Qu, The price of strawbevries therefore begins to 
rise and will continue to rise until the shortage has 
disappeared. This happens at price P, and quantity 
Q, given by the point of intersection of the supply 
curve with the new demand curve, D;. 


ling and incentive functions of 
‘wo examples 


a) 
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3 Adjustment of price ta inersased demand 
| 


b Adstmentof he price of labour to increased labour 
supply 


* 2 


supply © 


o $ Q$ à 
‘quantity of labour 


Figure 2.16: Price as» signal and incentive 


What has happened? The new, higher price signalled 
or conveyed information to producers that a shortage 
in the strawberry market had emerged, The increase 
in price is also an incentive for producers to increase 
the quantity of strawberries supplied; at the higher 
Price, strawberry production is more profitable, so 
producers move along the supply curve from point A 


to point C, incssasing quantity supplied from Q; to 
Qy. But the new, higher price is a signal and incentive 
for consumers: it signals that strawberries are now 
‘expensive, and is an incentive for them to buy 
strawberries They therefore move along the new 
demand curve from B to C, buying fewer strawberries 
than at the original price P, (Qs is smaller than Q»), 
The increase in the price of strawberries resulted in 

a reallocation of resources, More resources are now 
allocated to strawberry production. (This affects the 
answer to the what to produce question of resource 
allocation.) 


An example from a resource market 
‘The second example is om the labour market (a 
resource market) The vertical anis in Figure 2.160) 
measures the price of labour (the wage) and the 
horizontal axis she quantity o labour, Firms are. 
interested in buying labour services and their demand. 
for bou i given by D. Owners of labour services 
(orks) supply their Labour in the labour market, and 
‘the ital supply of labour is shown by S^ 


Assume that because of immigration (foreign workers 
enter the country), the supply of labour increases, 
so the labour supply curve shifts to 8. At the old 
there i a surplus of labour shown by the 
between Qz and Q; of labour, The surplus 
causes the wage to start falling, and this falls until the 
surplus has disappeared, The new equilibrium wage is 
Wa, and the equilibrium quantity of labour Qs, given. 
by the intersection of D with Ss, 


"The falling wage has acted as a signal and an incentive. I 
signalled to firms that there was a surplus in the labour 
market, and it provided them with an incentive to hire 
more labour, therefore, they move along the labour 
demand euve from point A to point C (Q is larger than 
Qi). The lower wage is also a signal to workers, providing 
them with the incentive to move along the new supply 
curve, Sy from B to C, where they ofer less of their 
services at the lower wage (Qs is less than Q3). With firms 
and workers responding to price signals and incentives, 
there occurred a reallocation of labour resources with 
firms now producing output with a larger quantity of 
labour. (This affects the answer to the how Jo produce 
question of resource allocation.) 


The demand curve has the usus! dowrwardaleping shape, because as the wage fall ra are prompted ta hine more labour andso the 


quantty of labour demanded 


Ming cere willbe te ra labour in the mal. 


ses The supply cuve han tha unun perd doping 


pe because the higher he wage, the mote 


“> 
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2 Competitive markets: Demand and supply 


Prices and rationing 


Rationing is à method of apportioning or parceling out 
goods and services among consumers or households 

"The market mechanism uses price rationing for this 
purpose, which moles the use of prices freely determined 
in markets This simply means that whether or nota 
consumes will get a good is determined by the price of that 
i04. All those who are willing and able to pay the price 

‘of x good or service will get it, and all those who are uot 
Sling or able to pay the price will not get it, Pris, and 
price alone is the factor that decides, This happens because 
at the marketdetermined equilibrium price 2nd quantity, 
the buying and selling choices of all buyers and sellers in 
the market for a good are satisfied and ore in balance, 


Price rationing is simply the market mechanism at work, 
known as Adam Smith's invite hand of the market (ec 
Chapter 1), which coordinates the countless buying and 
selling decisions of decision-making units in an economy 
without any central authority. 


When the price mechanism is not working properly, such 
as in planned economies ce Chapter 1) or if there are 
price controls (see Chapter 4), then non-price rationing 
systems come into play in order to apportion goods and 
services among their various users 


The most common non-price rationing method i the 
baiting line or queue, where consumers pet a pood on a 

st come, first served basis, Non-price rationing will be 
discusd in Chapter 4 


Explain the role of prices in resource 
allocation. 


Describe how this relates to Adam 
Smith's invisible hand. 


Consider the market for coffee, and 
suppose that the demand for coffee 


falls (because of a fall in the price of tea, 
a substitute good), leading to a new 
equilibrium price and quantity of coffee. 
Using diagrams, explain the role of pries as 
a signal and as an incentive for consume 
and for fims in reallacating resources 


‘Consider the labour market, and suppose 
the supply of labour falls (due to large-scale 


departure of workers to another county), 
resulting in a new equilibrium price and 
quantity of labour Using diagrams, explain 
the role of price as a signal and as an 
incentive for workers (the suppliers of labour) 
and firms (the demanders of labour) in 
reallocating resources, 


Distinguish betwe 
moneprice rationing. 


n price rationing and 


Allocative efficiency in 
competitive markets 


Efficiency, is we saw in Chapter 1, is one of the 
ey concepis running through this course, and very 
‘broadly means making the best possible use of 
resources. We will now study how competitive markets 
achieve a special type of efficiency called allocative 
efficiency. 


Allocate ficiency refers to producing the quantity 
‘of goods mostly wanted by society. Allocative 
efficiency is achieved when the economy allocates its 
resources so that the society gets the most benefits 

from consumption. Since allocative efficiency refers 
to producing what consumers mostly want, it answers 
the wharlhow much to produce question in the best 
possible way" 


Reinterpreting demand and supply: 
marginal benefits and marginal costs 


Before we consider allocative efficiency at competitive 
marie equilibrium, we will pause a moment to explore 
‘diferent interpretation of demand and supply. 


"The demand curve as a marginal benefit curve. 
Consumers buy goods and services because these 
provide them with some benefit, or satisfaction, The 
greater the quantity of a good consumed, the greater 
the satisfaction, However, the extra benefit provided 
by each additional unit increases by smaller and 
smaller amounts. Imagine you buy a soft drink, which 
provides you a certain amount of benefit. You are still 
thirsty, so you buy a second soft drink. Whereas you 
Will enjoy this you will most likely enjoy it less than 


? At tha tarna ne abc arsine how ta produc question in he best posible way An es mtion cf tis a beyond the scape othe fibus 


Lo 
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the first; the second soft drink provides you with 
benefit than the first, If you buy a third, you will get 
even less benefit than from the second, and so on with 
‘each additional soft drink. The extra benefit that you 
get from each additional unit of something you buy is 
Called the marginal benefit (marginal means extra or 
additional) 


Now remember that the demand curve, as you learned 
this chapter, shows the various quantities of 
^ good that a consumer is willing and able to buy at 
different possible prices, ceteris paribus, But it cam also 
be thought of as showing the amount of money that 
the consumer is willing to pay to get one more unit of 
the good, Since the extra or marginal benefit that the 
consumer pets from buying one moi» unit of the good 


becomes smaller and smaller as the quantity increases, 
this means that the price the consumer is willing to pay 
alio gets smaller and smaller ss the number of units 
bought increases 


Since marginal benefit decreases as the 

‘good consumed increases, 
wil be willing to buy an extra unit 
of the good only if its price falls, The demand 
curve can therefore also be called a margins! 
benefit (MB) curve 


pt of marginal benefits is very volar to 
epl of marginal utility examined earlier, The 
difference between the two is actually very subtle. 
Marginal utility as we have sen iz something that cannot 
be measured. Marginal benefit, on the other hand, i 
interpreted to indicate the coosumer' willingness to pay 

he last or marginal ait bought, which is simply 

(d is therefore measurable, The differences 
between the two concepts are beyond the cope of the IB 
syllabus) 


The supply curve as a marginal cost 
curve 


To order o be able to produce goods and services. firms 
have costs, which involve payments that must b» nade 
in order to acquire factors of production. For example, 

a farmer must buy seeds and fertilisers, pay workers to 
‘work on the land, and so on, The extra cost of producing 
fone more unit of output i called the marginal cost 
Marginal cost typically increases as the units of output 
produced increase (The reasons for this were studied at 


HL earlier in this chapter in Section 2.3.) This means 
‘that the farsa can only produce more output if the 
price of the good increases to cover the extra cost of 
sach extra unit produced. 


‘The firm's supply curve as you may remember, shows 
the various quantities of a good that a firm is willing 

and able to produce and supply at various possible 

prices, ceteris paribus, But in view of the firm's costs of 
production, the supply curve also shows the price that 
the firm is willing to accept in order to produce one more 


unit of the good, 


Since marginal cost increases as the quantity. 
of a good produced increases, producers wil 
be wiling to produce and sell an extra unit of 
the good only ofits price increases. Tho supply 
curve can therefore also be called a marginal 
cost (MC) curve, 


Allocative efficiency: MB = MC at 
competitive market equilibrium 


As we know, market equilibrium occurs at the point 
of intersection of the demand and supply curves 

but depending on how we interpret the demand and 
supply curves, market equilibrium can be thought 

of differently, If we interpret the demand curve as a 
marginal benefit (MB) curve, and the supply curve as 
a marginal cost (MC) curve, then market equilibri 
‘occurs where MB = MC. The equality of MA with 
MC tells us that the extra benefit to society of getting 
fone more unit of the good is equal to the extra cost 
To society of producing one more unit of the good. 
‘When this happens, society's resources are being 
used tø produce the ‘ight’ quantity of the good: in 

otter words, society has allocated the ‘right’ amount 
‘af resources to the production of the good, and is 
producing the quantity of the good that is mostly 
‘wanted by society. Tis is none other than allocative 
efficiency and is shown in Figure 2.17. 

"To understand this, consider that if MB» MC, then 
society would be placing a greater value on the last 
unit of the good produced than it costs to produce it, 
and so more of it should be produced. IT MC> MB, 
then it would be costing society more to produce 

the last unit of the good produced than the value. 
society puts on it, and so les should be produced. 

If MC- MB, then just the ‘right’ quantity of the 
good is being produced, 


“> 
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Putting the above points together, we can conclude 
that at the point of competitive market equilibrium. 
Where MB = MC, the economy achieves allocative 
efliciency, For allocative efficiency to be achieved for an 
entire economy, the condition MB = MC, must hold in 
all markets 


Introducing consumer and producer 
surplus 

here is another way we can understand how locative 
eliccncy is achieved by the competitive morat 
Sconomy; this involves the concepts of consumer surplus 
and producer surplus, 


Consumer surplus 
Consumer surplus is defined as the highest price 
consumers are willing to pay for a good minus 
the price actually paid, The highest price they are 
willing to pay is given by the demand curve. The 
price actually paid ts determined at the market 
equilibrium by supply and demand, Consumer 
surplus is shown in Figure 2.17 as the shaded aren 
between the demand curve, and the equilibrium 
price Pe, up to quantity Qs. 


Consumer surplus is the area under the demand 
curve and below the price paid by the consumer, 
up to the quantity purchased, 


Consumer surplus indicates that whiereas many 
consumers were willing to pay » higher price to 

Bet the good, they actually received it for less. For 
example, many consumers vere willing to pay price 
to get quantity Q,, yet they got Q, by paying only 
the lower price PA The difference between P, and P, 
is consumer surplus lor quantity Qs. Similarly, many 
consumers were willing to pay price P in order to 
set quantity (hy yet they pot it by paying only Py 
Again, the difference Py =F, is consumer surplus 
for quantity Qs. The same principle applies to all 
possible prices between the highest price P and the 
Ecquisbrai price P,. Therefore, all the consumers. 
sho were willing to pay a higher price than 2.9 get 
the good received some benefit over and above what 
they actually paid for the good, This estra benefit is 
called consumer surplus 


p 


Alecative. 
ficency- 
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Figure 2.17: Consumer and producer surplus in a 
competitive market 


Producer surplus 
Producer ry is defined as the price received by firms for 
seling their good minus the lowest price that they are wiling 
{toc to produce the good, The price received is given by 
tho ache equilibrium price. The lowest price they are willing 
twacept is shown by the supply curve. Producer surplus 
appears in Figure 2.17 as the shaded area between the supply 
curve, and the equilibrium price 7, up to quantity Qe 


hown as 
firms supply curve and below the price received 
by the firm, up to the quantity produce: 


Producer surplus 


As we can seein Figure 2.17, fm that were wiling 
to produce quantity Q, fr price Ps actually received 
price P, The dileence Py- Ps is producer surplus 
for quantity Qs- Similarly, the producer surplus for 
quantity Q given by the price P, actually received 
minus Pi tat the firms were wiling to accept 
producing Q, The same principle apples to all possible 
pricas between the lowest price ^ and the equilibrium 
price P Therefore, total producer surplus 

The shaded area between the equilibrium 
supply cuve up to the quantity produced and sold. 


Competitive market equilibrium: 
maximum social surplus and allocative 
efficiency 


At the point of competitive market equilibrium, the 
sum of consumer and producer surplus is maximum, or 
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the greatest it can be. To ses why, consider what would 
happen if any quantity less than Q. were produced in 
Figure 2.17. lf say. 0, is produced, the sum of consumer 
plus producer surplus would be smaller, as this sum 
would be equa! to the shaded area between the demand 
and supply curves only up 10 output Q. t follows, then, 
that the sum of consumer plus producer surplus is 
maximised at the point of market equilibrium, The sum. 
of consumer and producer surplus is known as social 
sario (or community surplus). 


— 
At the point of competitive market equilibrium, 
social surplus, defined as the sum oí consumer 
plus producer surplus, is maximum, 


Lets now examine the importance of maximum social 
surplus at the point of competitive market equilibrium, 
You will note that competitive market equilibrium is 
none other than the point where marginal benefit equals 
marginal cost, or M = MC. Based on our discussion. 
above, we know that when MJ = MC there is allocative 
efliciency, Therefore maximum social surplus is just 
another way of saying that there is allocative efficiency 


At the point of competitive market equilibriur 
shown in Figure 2.17, production of a good 
occurs where MB = MC, which is also whore. 
social surplus, or the sum of consumer plus 
producar surplus is maximum, This nans that 


‘markets are achieving allocative eficioncy, 
producing the quantity of goods mostly wanted 
by society, Society is making the best possible 


When the competitive market realises allocative 
efliciency, we say that social welfare’ is maximised, What 
does this mean? The term welfare in economics refers to 

the amount of consumer and producer surplus. Welfare 

is clearly maximum when social surplus is maximum, or 

when MB = MC. We can therefore say that 


tn competitive markets, when MB= MC, or when 


socjal surplus is maximum, social welfare is 


Calculating consumer and producer 
surplus and social surplus 

Figure 218ta) is similar to Figure 2.17 only in that it includes 
figs that allow us lo calculate consumer and producer 
surplus. To see how hiss dons note the following two terms 


P intercept = the point on the P axis that is met by a curve. 
Tn Figure 2.1840), the demand curve hasa P intercept = 6.5 
and the supply curve has a Pintervept = 1 

Q intercept = the point on the Q axis that is met by 

at curve. In Figure 218), we are not shown any Q 
intercept, However, in Figure 2.18) we see that the 
supply curve has a Q intercept 


Lets begin with a calcul iion of consumer and producer 
surplus in Figure AIF) Consumer surplus, as we know i 
the area under the demand curve and below the price paid 
by consumers, up to the quantity purchased. I is simple to 
calculate consumer surplus if we think of it as half the area 
of the rectangle whose one side equals the intercept of 
‘the demand curve minus the price paid by consumers and 
whose other side equals the number of units purchased. 


Consumer surplus 


(omenage tava nina m 


Therefore consumer surplus = 


EE 


Producer surplus is the area above the supply curve and 
below the price received by producers, up to the quantity 
produce. In Figure 2.18), it is half the area of the 
rectangle whose one side equals the price received by 
producers minus the P intercept of the supply curve, and 
‘whose other side equals the number of units sold 


Producer surplus 


^ Nete that the ter ugplus as used in two sersan in thin chapter none erae ë refers to enes 
jars and producer You an sid causing the wwo “creep by noting that whenever e term i 


niara fo benefi raeaived by co 
aed on com it tafar toe 


sey 


suppl (Section 24) and in the other it 
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2 Competitive markets: Demand and supply 


BIAS (sS) see 


Notice that both consumer surplus and producer surplus 
are given in terms of S, this is because they express 

a monetary value that has been gained by consumers 

and producers 

1t foliows then that social surplus, being the sum of 
consumer and producer surplus = $7.88 + $4.50 = $12.38, 


However, it should be noted that the supply curve 
docs not always have a P intercept, This cao be seen 

in Figure 2.18¢b), where the supply curve begins on 
the Q axis, having a Q intercept = 2. hi cases like 

this, the formula given above for producer surplus s 

not appropriate, Instead, to find the area above the 
supply curve and under the ice up to the quantity 
produced we need to we the formula fora rapezium. 

A trapezium is a georazical shape where one pair of 
‘opposite sides is polle but the other pair is not parle 
In Figure 218b) Ls call the lengths of the two parallel 
sides à and b, while the distance between these two sides 
is called c, The area of a trapezium then i 


(orb)xe 


‘area of trapezium = 


‘Therefore considering Figure 2.18(b) we cin calculate tht: 
(442)«3_ 6x4 


producer surplus ET 


Consumer surplus in Figure 2 14b), using the formula. 
sven earlier is 


[ 


consumer surplus = 


Socal surplus bang the sum of consumer and producer 
surplus = $7.00 + $9.00 = $16,00, 
As we will discover in later chapters, consumer 
surplus is always given by the area of a 
rangle, Producer surplus and social surplus 
are usually given by the area of a trang» 


but sometimes they may be the area of a 
trapezium. Therefore, before you usa a formula 
for a calculation, you must first identify whether 
you are calculating the area of è triangle or the 
area of a trapezium. 


Producer surplus as reas of triangles 


p 


rs 


a 
CIPIT IT 
units of good x 


b. Producer surplus as the bres of a trapezium 


i samc 
s 
D 
ey 
1 
T1412] 
unts of good Y 
Figure 2.18: Calculating consumer and producer surplus 


and social surplus 


Adam Smith's invisible hand 


Adam Smith did uot think of consumer and producer 
surplus, or marina benefits and marginal costs, but be did 
some up with thx idea that individuals actin in the best self- 
interest ord through the workings of markets produce 

an outer society that would be in society's best 
interests We are now m a far better postion to understand 
the omis and hat was introduced in Chapter 1- It means 
"at the market is able to coordinate the decisions of 
countless actions of individual economic deamon -makers 
Without any central authority; simply though the workings 
fof demand and supply, iat the same time promoting 
‘ficiency which encourages the best allocation of scarce 
resources This s perhaps the most important contribution 
of Adam Smith to economie thought. 


Allocative efficiency of markets versus 
government intervention 


We have seen that the competitive market succeeds in 
achieving allocative efficiency, thus ensuring the best 


Lo 
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possible usc of scarce resources. This idea suggests that 
there should not be government intervention in markets, 
as these work very well on their own, However, there are 
Ivo important issus that arise, calling into question the 
idea that governments should not intervene 


The first is that efficiency can only arise under a number 
of very strict and highly unrealistic conditions that are 
practically never met in the real word. In the real world 
the market fails to achieve allocative efficiency. Market 
failures are an important justification for government 
intervention. When markets fail to achieve allocative 
eflciency this means that social surplus is reduced, 
resulting in what is known as welfare loss (also called 
deadweight lass, In other words, social welfare is no. 
longer maximum on account of a portion of it being 
lost, Welfare los wil be discuss! in later chapters 


The second i that the competitive market is unable to 
provide a satisfactory answer to the for who to produce 
question, or output and income distribution, thus also 
inviting some government intervention, The topic of 


E 


JNDERSTANDINC 


3 Explain the meaning of allocative efficiency. 


Explain the meaning of. 
^ consumer surplus, 

producer surplus 
social (or community) surplus, and 


maximum ‘social welfare’. 


n 


Use a demand and supply diagram to. 
ilustrate consumer and producer surplus, 


b Identify the level of output where their sum 


c Exploin the condition MB = MC, and use 
your diagram of part (a) to show at which 
[evol of output this condition is satisfied, 
d Outline what the conditions of maximum. 
consumer plus producer surplus, and 
MB = MC tell us about allocative efficiency, 
and what hey tellus about social welfare 
4 Describe some limitations of the concept of 
‘maximum social welfare 


5 a Using the diagram ealeulate consumer and 
producer surplus at he intial equilibrium 
given by S; and D. 


distribution an what can be done to improve outcomes. 
will also be c.amined in Chapters 12 and 19, as well as 
in Chapter 6 at HL, It is also discussed in the Theory of 
knowledge feature 2.1 


These observations do not lessen the significance of 
the market's potential advantages: they only point out 
‘that in the real word, there is a need for government 
policies to counteract the failings of markets, thus 
allowing them to realise their potential advantages. 
‘There are important reasons why economists study 
the competitive market extensively, One is that 
government policies can be assessed with respect to 
their efficiency consequences (Chapter 4), Another 

is that it can form the basis for government policies 
that ty to create conditions in the real world that 
allow actual econorues to come closer to achieving 
economic ficiency (Chapters 5-7). A third is that 

it provides stuadards for economic efficiency against 
"which actu! outcomes, which are less than perfectly 
eficient. can be assessed (Chapters 4 and 7). 


D s 


sonu a 


b Suppose the supply curve shifts to S2. 
Calculate the new consumer and producer 
surplus that arise at the new equilibrium. 

£ Calculate the increase or decrease in 
consumer and producer surplus due to the 
shift in the supply curve, 

d Explain what accounts far the changes in 
consumer and producer surplus in terms of 
the changes in P and Q. 


n> 
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2 Competitive markets: Demand and supply 


The meaning and implications of maximum social welfare 
We must be very careful when interpreting the meaning oi maximum social welfare. The achievement of 
MB = MC, cr maximum social surplus, deals with the what/how much to produce and how to produce 
questions, and therefore with how a society can realisa allocative efficiency. 


Even if it is assumed that allocative efficiency is achiaved, in which case we have ‘maximum social welfare’, 
this tolls us nothing about how output and income are, or should be, distributed. The achievement of 
allocative efficiency is, in fact, consistent with any possible distribution of output or income. This means 
that we can have an extremely unequal distribution of output and income, where one person in society 
gets all the output, or a highly equal distribution where everyone gets an equal share, 

Situations ean lead to allocative efficiency. This idea highlights the point that when we refer to maximum. 
social welfare, we are only talking about making the best possible use of scarce resources, while saying 
nothing about who gets the benefits of what the resources produce, For any distribution of income and 
output, ranging from the mest unequal to the most equal it is possible to have a situation of maximum 
social surplus and therefore allocative efficiency, 


The pursuit of efficiency, dealing with the what/how much to produce and how to produce questions, is 
based on social scientific investigation, and ties to discover the nost effective ways to increase efficiency 
in resource allocation. Many economists would argue that ths is a matter of postive economies (see. 
Chapter 1 on the distinction between positive and normative economics). On the other hand, the for 
whom to produ r of normative economics, Positive economic thinking, based on. 

ter 1, is not intended to make judgements about what is fair or 
unfair, or equitable or inequitable. It is intended to deal with issues of things that ‘are’ or "will be’ under 
dliferant conditions Therefore, while it can teli: about what methods are most likely to lead to incre 
in wfficieney, itis not intended to tell us about now income and output should be distributed, The issue of 
‘equity (introduced in Chapter 1) is a norm because what is considered "air is a matter of b 
and value judgements about things thet 'cught to be’. What share of total income, or what particular 
goods and services ought individuale io have? ls here a minimum income that people ought to have? If 
50, based on what kinds of equity principles ought distribution and redistribution to take place? 


There aro no ‘ight’ or ‘wrong’ answers to these questions, The answers that are chosen are based on 

bout what is good for society and the people within it. According to the 
view, economisis should be concerned with positive aspect of economics. Their positive thinking 
could tell us about the likely consequences of policies to change the distribution of income, but should not 
make recommendations about how the distribution of income aughi to change, 


We will continue with the topic in Theory of knowledge 6.1 in Chapter & 


Thinking pelts 


^ What is the significance of language in conveyina m 
welfare’ accurately reflect its actual meaning? 


ning; does the expression ‘maximum social 


+ economists, as social scientists, cannot make recommendations about normative issues lice the 
distribution of income, how are these decisions made? (Think about the political process, social values, 
tradition and history.) 


* Based on your reading about economics in the press and listening to the news, do you think that 
economists in the real world make a clear distinction between positive and normative ideas? 


*— Do you agree with the principle that economists (and social scientists generally) should only be 
concerned with positive thinking (social scientific investigation) and should leave normative issues 
(about things that ought to be) to societal decision-making? 
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2.6 Critique of the Rational economic 

ba : decision-making 
maximising behaviour uus aionictewesandnotis ahd 
of consumers and an important aasumption, that of "rational sel interest 


or ational economie decision-making, This means that 
individuals are assumed to act in their best self-interest, 
trying to maximise make as large as possible) the 
satisfaction they expect to receive from their economic 
RNING OBJECTIVE 1 decisions Lis assumed that consumers spend their 
money on purchases to maximise the satisfaction they 
get from buying different goods and services Similarly, 
itis assumed that firms (oz producers ry to maxi 

"be profits they make from their businesses; workers 
ry to secure the highest possible wage when they 
jobs; investors in tbe stock market try to get the highest 
possible returns on their investments, and so on. 


producers (HL only) 


As we will ses in the discussion below, the assumption of 
rations! economic decision-making and the principle of 
‘nerested maximisation underlying economic theory 
has come to be seriously questioned, 


Rational consumer choice 
“The standard theory of consumer behaviour i bused on 


some assumptions of rational consumer choice Which we. 
discuss below, 


‘Assumptions of rational consumer choice 


Consumer rationality 


e consumers make 
purchasing decisio tastes and 
preferences ich satisfy three assumptions 


4 The consumer is able to rank goods according to 
her preferences. This means that if confronted with 
{wo goods, or two groups of goods, A and B, the 
consumer can say with certainty that she prefers A to 
B, or she prefers B to A, or she is indifferent between 
A and B. (This is called the completeness assumption.) 

2 Preferences among alternative choices are 
consistent, This means that if the consumer prefers 
Ato B, and B to C, then she must prefer A to C. 
(This is called the ransitivity assumption.) 

3 The consumer always prefers more of a good to les, 
I there are two groups of goods where one group 
contains more ef ave good than the other group. 
the consumer will always prefer the group that has 
more of the one good. (This is called the non- 
satiari assumption.) 


 —ÀÀ o —— — gà ———À 
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2 Competitive markets: Demand and supply 


Perfect information 
Is further assumed that consumers have at their 
disposal perfect information about all their alternatives, 
5o that thene is no uncertainty. In other words, when a 
consumer chooses good A over good B, she possesses all 
possible information about good A and good B, so that 
there are no doubts, questions or uncertainties about the 
goods being chosen, The consumer has knowledge of all 
Possible products, product qualities and prices 


Utility maximisation 
Utility, as we saw earlier in this chapter, refers to the 
satisfaction that consumers derive from consuming 
something. According to the theory of consumer. 
behaviour, consumers maximise ir utility, meaning 
they make it as lage as posible, v buying the 
combination of goods and services that result in the 
greatest amount of utility for a given amount of money 
spent (the consumers budget or income). This behaviour 
is bused on the assumptions of rationality and perfect 
information that were presented above, 
The concept of marginal utility, and the lav of 
diminishing marginal utility, are fundamental building 
blocks of the theory of consumer behaviour that allow 
economists to show how consumers make their choice 
iw alternatives in order to maximise utility” 


Behavioural economics: limitations of 
the assumptions of rational behaviour 
economics was introduced in Chapter 1, 

S, Teva mew branch of economics strongly 
influenced mainly by psychology, but also by sociology 
and neuroscience, based on the dea that human 


behaviour is far more complex than consumer rationality 


assumes, While the assumption of rationality has always 
been questioned ox ihe grounds that people very often 


do not behave» rationally as is presumed, it is only since 


about the begining of the 21st century that behavioural 
economies began to lourish into a distinct branch of 


Beia ioural economies criticises consumer rationali and 


the ideu of utility maximisation on the following grounds 


Biases 


A bias (also known as cognitive bias) is term from. 
Psychology that refers to systematic errors in thinking or 


evaluating. Biss are departures from normal standards 
of thought or judgment. Biases that affect consumer 
choices include the following: 


^ Rules of thumb, Rules of thumb are simple guidelines 
based on experience and common sense, simplifying 
complicated decisions that would have to be based 
‘on the complex consideration of every possible 
choice. Examples of rules of thumb are: one 
portion of salad is equal to two handfuls a cup of 
filter coffe has 80 mg of caffeine; one serving or 
fruit is the size of a fist, These examples show that. 
rather than make complicated measurements and 
calculation: people oen rely on simple rules to 
simplify decisions. 

+ Anchoring, scoring involves the use of irrelevant 
information to make decisions, which often occurs 
due to its heing the first piece of information that 
the consumer happens to come across. For example, 
you fud a pair f jeans you want that costs $150, 
‘and then you find a similar one for $100 that you 
buy thinking it's a bargain, but then you discover 
you could have gotten the same thing for $50 
Somewhere ele, 

+ Framing Framing deals with how choices are 
presented to decision-makers (framed). For 
‘example, consumers prefer beef described as 80 
Jean rather than 20% fat. Yet the rational consumer 
Would be indifferent between the two as the 
information is exactly the same, it is only presented 
framed) differently a another example, consumers 
could be willing to pay a higher price for a faded 
pir of jeans in « boutique than for the identical 
pair of jeans discount stor, In the first example 
the purchase i framed by language: in the second it 
is fram! by the seller's environment. 

+ Availabilty. Availability refers to information that 
{most recently available, which people tend to rely 
‘on more heavily, though there is no reason to expect. 
‘that this information is any more reliable than 
other information that was available at an earlier 
"ime. This may be due at least partly to the fut 
that people remember recent events or information 
more readily than older events or information. For 
example, if a consumer has recently received a lot 
‘of advertising information about the superiority of 
‘one brand over other brands she may be more likely 
to select that brand, wing been influenced by the 
recent advertising 


"i beyond the scope of ha bock to explain how the law of diminishing marginal tty = uted to expan rational consume in order to 


n) 
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) ECONOMICS FOR THE IB DIPLOMA: COURSEBOOK 


The presence of biases that infiuence consumer 
choices has led to alternative concepts and ideas put 
forward that may he mare accurate descriptions of 
consumer behaviour 


Bounded vatiouality 
‘Bounded rationality is an idea developed by Herbert 
Simon. who received the Nobel Prize in economics on 
1971 for his work on economic decision-making. Simon 
npud that people do not have an unlimited capacity to 
process information and that searching for information 
needed to maximise utility is itself a costly process He 
therefore suggested the concept of bounded ratonality 
to describe consumer behaviour. Bounded rationality 
the idea that consumers are rational oniy within limits, as 
consumer rationality is limited by consumers" insuficient 
information, the costiness of obtaining information, 

and the limitations of the human mind to process large 
‘amounts of information, Ascording to Simon, rather 
than maximise, consis sui, meaning they seek a 
satisfactory outcome rather than an optimal (or best) one 


Bounded seli-control 
Bounded seit controls related to bounded rationality (ee 
above) It refers to the iden that people in reality exe 
selicoutrol only within limits. This means they often 
ot huve the self-control that would be required of tiem. 


to make rational decisions People may at times eat too. 
much, spend oo much, save too little or work too litle; 
all this iz inconsistent with the assumption of rational 
behaviour. 


Bounded selfishness 
Another related concept is that of bounded selfishness, 
Which is the idea that people are selfish only within limits, 
and that the assumption of self-interested behaviour 
‘underlying the maximisation principle cannot explain. 
the numerous accounts of selfless behaviour and 
Willingness to contribute to the public good even at the 
cost of reduced personal welfare (these points are further 
discussed in Theory of knowledge 2.2 below) 


Imperfect information 
‘The theory of consumer behaviour as we have seen is 
based on the assumption that consumers have acces 
o all the information needed to make fully informed 
decisions regarding prices products, product quality. If 
they did not have access to such complete information, 
‘their decisions and choices would not be optimal, or 
best. However, it is abundantly clear that consumers 
do not and cannot possibly have such full access to 
information, This means they are unable to maximise 
‘utility as they make choices based on faulty and 
incomplete information, 


Altruism, perceptions of fairness and self-interé 


id behaviour of rational economie decision-makers 


Economists have long been aware of the presence of altruism and acts based on perceptions of fairness in 


the behaviour of economic d 


ion-makers. For example, when consumer: mal 


!nonymous donations to 


charity or volunteer their services through many hours of work for the public good, they are not motivated 


by expectations of monetary gain, Firms, too, often act in the publie 
unemployment and cause personal hardship, even though this cuts into 


of recession so as not to increas 
their profits, 


Economists sometimes argue that there is no re 


contributions to society 


rest by not fring workers in times 


i conflit between such altruistic behaviour and behaviour 

based on sel/interest, because people engaging in altruistic and charitable acts gain satisfaction from thei 
and this works to increase their utility. Sellless 

interpreted to be consistent with rational self-interest 


«s and caring for others are thus 


nd with utility maximisation, Therefore in this view 


consumers are behaving rationally even when they behave altruistically. 


A serious problem with this argument is that if the assumption of utility maximisation is interpreted so 
broadly that every human act is consisten! with it, it loses its usefulness as a theory of consumer behaviour, 
To put it simply, if it explains everything, by being consistent with all human actions, it explains nothing. In 
the words of Herbert Simon, ‘Econainic theory has treated economic gain as the primary human motive, 
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2 Competitive markets: Demand and supply 


VTINL 


‘An empirically grounded theory would assign comparable weich to other motives, including altruism and the 
‘organisational identifications associated with it In other werds, altruism should be treated separately, and not 
be made consistent with the assumption of rational self-interest through an all-inclusive interpretation of utility- 


Simon's thinking brings to mind the ideas of Adam Smith, discussed in Chapter 1, Section 1.5, In all ikethood, 
Smith would be extremely surprised and disappointed io discover that his contributions to economics regarding 
the visible hand of markets have been taken cu: cf context to mean that the best results for society arse 
because people behave only on the basis of selt-interest, As noted in Chapter 1, in his early book, The Theory 
of Moral Sentiments Smith argued that poopie’ selfishness is restrained by 'moral sentiments’, which are 

the need for self-respect and the respect of others, arising from empathy (which he refers to as sympathy) 

and the desire for honour and justice. Other economists of the classical period, among whom was David 
Ricardo, agreed with Smith that peapie's motivations are complex, involving a combination of self-interest 

and other motives like empathy ard concer for other people. It was only much ito, n the late 19th and 

‘early 20th centuries, that eccnoinsts simplified and reduced human motivation: solely to the idea of tity 
‘maximisation in the name of rational self-interest, This gave rise to the term komo economicus (from the 

Latin word homo meening ian, and the Greek word economicus meaning economic) or what translates into 
economic man, a mythical being who goes about Ie rationally maximising his self-interest. As Gary Becker, a 
noted Nobel Prize winner (1992) stated decades later, 'sel-interest is assumed to dominate all other motives 


Since Simon‘: time, economists and other scientists have carried out thousands of experiments that 
provide ampla evidence of the presence of altruism in human beings. It is believed that altruism may 
derive from culture, or from psychological development and socialisation, or from innate biological traits. 
{See also Theory of knowledge 5.1 in Chapter 5 on sustainability and rational sel-nterest) 


‘Thinking points 
Homo economicus, an 
rationally 


consumer (or forever 
block of microeconomic theory. This 
‘ime whan economists wero trying to imitate the methods of the 
specially physies, Just as physics assumes the existence of tiny particle (ike atoms) that behave 
in a certain predictable way, so consumers and frma became the ‘particles of eccnomies that behave in 
certain predictable ways. Although atoms are not visible with the naked eye, physicists have developed 
tools to detect their exstonce and describe thair behaviour. 


+ What tools do ecenemists use to make assumptions about the existence and behaviour of home 
economicus? 


+ In what ways sre physicists tools the same or different fon economis 
and economists tools are reliable to the same extent? 


tools? Do you think physicists” 


Nudge theory 


‘The word mulge means poking someone gently to get 


Behavioural economics in action 


‘chuvioural economics studies how individuals and 


groups of individuals make decisions. Instead of relying 
fn assumptions about human behaviour, as in the 
theory of consumer behaviour, bebaviourii economics 
relies extensively on experiments that try co observe and 
understand how people behave and ieuct in a variety of 
situations, 


attention, As an economics term, a nudge has come to 
mean a method designed to influence consumers choices 
in a predictable way. without offering financial incentives 
or imposing sanctions, and without limiting choice. As 
‘an economies term the word mulge was coined by two 
American economists, richard Thaler and Cass Sunstein 


‘Herbert Simon, Alisi and E-enamie, Ente Economic Journal Vol 18, No 1 (Wins, 192) pp 73-83 
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in their now classic book of 2008, Nudge: Improving 
Decisions about Health Wealih and Happiness. Nudges 
try to influence people to behave in socially desirable 
ways, but without imposing any constraints on their 
behaviour, and hy maintaining freedom of choice. 
Richard Thales received the Nobel Prize in Economics in 
2017 in part for his work on behavioural economics 


While behavioural economics was initiated in the United 
i^, it has taken a strong hold over policy in ma 
Countries in the world, with some countries establishing 
nudge units to pursue and support this approach toa 
variety of public policy areas. Iis not only governments 
but also the private sector that have undertaken nudge 
initiatives 


Examples of nudges and their results include the 
following: 


Inthe United Kingdom, tax payments of late 
taxpayers increased by 15% when they were told by 
the UK revenus service that most people in their 
area had already paid their taxes, This worked 
because ts Inte taxpayers were made to fel they 
were the exception fo what was the norm in their 
community 

+ den Danish municipality, the streetlights turn red 
when solar panels are no longer suficient to power 
the light, making residents more aware of their 
electricity consumption 

^ Putting healthy foods in more visible acd accesible: 
postions in stores ls been shown fo creme sles of 
such foods In addition, colourful footsteps lending 
consumers to the locations offal food has alo 
been effective 

^ When non-payers of vei ice taxes received 
personalised messoze rather than warning letters, 
the number of payers doubled; when the message 
included a photo of the car in question, the number. 
of payers tripled. 

^ When taxpayers received notifications from tax 
authorities in white envelopes instead of brown with 
their names handwritten rather than typed, there 
Aas a 16 imerease in people paying their tax, 


These examples indicate that people respond fivourably 
When nudged to perform actions that they might not 
otherwise be inclined to do 


Behavioural patterns such as these are isken as evidence 
that borrowing from psychology. zociology and 
neuroscience in an attempt to undeżstand why human 
beings behave the way they do can have important results 


in changing belaviour to encourage achievement of 
socially desirable results 


Behavioural economics has been more successful in the 
aren uf finance, where it has already strongly influenced 
economic thinking. Other areas where it is making some 
headway are development, health, law and economics, 
public economics, organisational economics and wage 
determination. 


Choice architecture 


Choice architecture is the design of particular ways 
or environments in which people make choices it is 
based on the idea that consumers make decisions in a 
particular context ard that choices of decision-makers 
are influenced by how’ options are presented to them. 
Choice architects are individuals or organisations that 
the context in which choices are made. The term 


‘on nudges noted above, 
Was explained earlier, is à very important 
part of choice architecture, as i defines the context in 
"Which choices are presented to decision-makers, thus. 
trying to influence their decisions. 


Choice architecture offers different kinds of choices that 
are described below, 


^ Default choice is a choice tatis made by default, 
which means doing the option that results when one 
docs not do anything. People often make choices 
by default due to ht or lack of interest in taking 
a deliberate action, ven if doing nothing may not 
the best choice for them, Sometimes they feel more 
comfortable not having to make a choice Therefore 
one way of inducing people to follow a particular 
course of action is to provide it as a default choice. 
Sce Real world focus 2.3 below for an example of 
the role of default choice in organ donation. 

‘+ Restricted choice iv a choice that is limited by the 
government or other authority: People everywhere 
are subject to countless restrictions of all kinds, 
ranging from speed limits, voting ape, and. 
recycling regulations to smoking prohibitions and 
social norms like shaking hands. It is argued that 
restrictions such as these are necessary because 
people have too many choices available to them, 
and in the absence of more and better information, 
or due to poor judgement, they often make poor 
choices. Therefore choice architecture can take 
advantage of restrictions to encourage people to 
make choices with socially desirable outcomes. 


wy 
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Choice architecture, nudging and organ. 
donation. 

In the area cf organ donation, itis a challenge. 

to increase the number of organ donors in many 
countries around the world. Many countries have 
a default choice for people to be either a] donor: 
In which ease they automatically become a donor 
il they do nothing, and would have to make è 
deliberate effort to register as a non-donor; or 

(6) non-donors, in which case they automatically 
become a non-donor and would have :o register 
to become a donor. In countries where the default 
‘option is to be a donor, for exemple Austria, 
Belgium, France, Hungary, Poland, Portugal, and 
the United Kingdom, the participation rate it 
organ donation is very high, sometimes as much 
as 90% of the population or more. By contrast, in 
countries whore tho default option is to bo a 
non-donor, fer example Denmark, Germany, and the United States, the participation rate is much lower. 


Figure 2.19: Organ donor card 


Organ donation can also be used to illustrate mandated choice, In the state of Illinois in the United States, 
in order to get a drivers licence renewed it is mandatory (compulsory) to answer a question on whether 
‘one wishes to be an organ donor. The result has givan rise to a 40% rate of signing up to be a donor, 
compared to only 38% for the US national average whore mandated choice does not exit. 


The default choice that makes people donors by default therefore appears to be effective. However, 
nudges may in some cases backliro, giving rise to opposite results than the desired ones. in the. 
Netherlands, a 2014 law made being è donor the default choice, in the hope that the number of donors 
would increase. Yet in a drive that took place shortly after the bil was passed, the surprising result was that 
there wore six times as many non-donora as donors, A likely explanation for such an Unexpected result 
may be that the Dutch popilaiion rebelled against the nudger’ intentions. There had been a lot of press 
coverage of the government's decision to change the default choice, and it appears the Dutch people did 
not want the governmant io make choices for them. 


Sources: Dee Gil Howto spot a nudge gone rogue, UCLA Anderson Review, School of Management, 12 


September 2918 


Applying your skills 

1 According to the experiences of many countries, the default choice for organ donation appears to be 
succeeding in increasing the number of doncrs. Can you think of other areas where this type of default 
choice could be applied? 


2 What isthe lesson about nudging that can be learned from the Dutch experience? 


Some observers argue that nudging, in spite of its potential benefits, also carries a risk of manipulation 
of the publics opinion in subtle ways that may nat always be detectable, What does the Dutch 
experience say about this possible risk? (See also Question 4 under Inquiry and reflection at the end of 
this chapter) 
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f Mandated choice is a choice between alternatives 
that is made mandatory (compulsory) by the 
government or other authority. It can be thought 
of as required choice. It is a free choice, but it is 
compulsory to make that free choice See Real 
World focus 2.3 for an example of the role of default 
choice is organ donation 


‘Note that default choice, restricted choice anc 
mandated choice are diferent types of nudges 
within choice architecture that are intended to 
work toward influencing people's choices in a 
direction held to be socially desirable 


The response of mainstream economists. 
to the critique of utility theory 


In response to the criticwins of utility theory and 
‘ational behaviour, many mainstream economists would 
gue that in spite of its imperfections, the theory 
of consumer behuviour based on the assumption of 
rationality dos a reasonably good job in explaining 
and predicting how consumers behave under ma 
circumstances, There is evidence that consumers do 
respond rationally to monetary factors, For example 
n anerease in the gasoline or petrol tax will mos 
Tukey lead to a lower quantity of petrol deman 

«d by the downward sloping demand curve 

tionality. E 

{ests that have empirically shown ( 
existence of downward sloping 
are based on the theory of utility maximisation, So 
consumers do not behave rationally all the me. 
ling to the rules of rationality, on average, overall, 
their behaviour is consistent with the predictions of 
utility theory 


Moreover, some economists would argue that choice 
architecture and the use of nudges is manipulative, 

as it attempts to exercise control and influence over 
consumer choices, The idea of free choice is therefore 
‘weakewed and becomes an illusion of fre choice rather 
than actual free choice. What may be worse is that 

it often affects consumers on a sub-conscious level, 
making them do things that they might not choose to 
do if they were fully aware of the full implications of 
their choices 


In effect, choice architecture takes advantage of the 
incomplete information available to the consumer, and 
selectively provides information (such as through framing. 


n> 


and choice architecture) to encourage consumers to act 
in a particular way, 

For these reasons it is argued that there should be 
transparency and open discussion of nudges used for 
economic policy. 


Evaluating behavioural economics and 
economic policy 


Potential advantages 

^ Behavioural economies may be a relatively simple 
tnd low-cost way to influence peoples behaviour to 
actin socially desirable ways 

^ Was been used sucessfully in a number of areas, 
suggesting that the methods of choice architecture 
and nudging may have numerous possible 
applications in areas that are as yet unexplored. 

^ I offers consumers and citizens, generally, freedom 
fF choice without forcing them to do any 
t preventing them from doing anything, hence 
Without restricting their choices. 


It may be able to overcome the weaknesses of the 
theory of consumer behaviour, which is not always 
table to explain the inconsistencies and seeming 
irrationality of actual consumer behaviour, 

‘+ Policies are based on principles of psychology, such 
as framing, many of which have been previously 
tested over many years, 

+ The development of policies is based on u 
indicating the usc vf a flexible trial-and- 
method of discovering policy measures that can 
work in achieving desired results. 


Potentia! disadvantages 

+The body of knowledge being developed is not 
‘based on any understanding of human behaviour, 

and is therefore unable to lead to a systematic and 
unifying theory of how consumers behave with 
general applicability 

* Theresulting unsystematic approach (different 
policies for different situations) may not be valid 
over time or across different income groups, social 
groups or cultures: this reduces the applicability of 
the policies being developed over time and across 
social, economie and cultural groups 

+ There may be risks of using psychological principles 
o manipulate consumers, in much the same ways 
hat advertising and marketing have been using 
similar principles over many years in order to 
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manipulate consumer tastes and preferences for the 
purpose f convincing consumers to act in ways 
hat are not necessarily in their best interests (such 
as advertising for sugary and fatty food products 
that are unhealthy), 

‘+ There may be risks that behavioural policies may 
be used as substitutes for necessary but politically 
costly economic policies, such as the imposition of 
taxes on socially harmful goods known as denerir 
goods or goods leading to negative externas 
(Gee Chapter 5). 


‘+ Traditional economic policies (for example indirect 
taxes, subsidies, to be discussed in Chapters 4 and 5) 
may be more effective. 

^ Temay be a new form of government regulation, 
only camouflaged under the guise of freedom of 
choice, and therefore mors dangerous as people 
may not be aware of its existence and it effects on 
their choices 

Choice architecture and nudging may successfully 
affect peopios choices, but these choices may not be 
a reflection of their true preferences, 


Discuss what it means to be 


b To what extent are you personally a 
rational consumer? 


to the theory of consumer behaviour. 


3 Inthe examples of nudges given in the. 
text, identify the framing element in the 
nudge. 


4 Distinguish between default, restricted and 
mandated choice. Explain how these can be 
used as nudges. | 


Distinguish between bounded rationality, 
bounded self-control and bounded 
selfishness. Provide an example for cach of 
these, Explain why they are all inconsistent 
with rational consumer behavicur 


6 Discuss the potential advantages and 
disadvantages of behavioural economies. 


Firm business objectives 


Rational producer behaviour: profit 
maximisation 


Standard economic theory of the firm assumes rational 
producer behaviour according to which firms are guided 
by the goal to maximise profit. Profit maximisation 
involves determining the level of output that the firm. 
should produce to make profit as large as possible, 


On a very general level, profit is equal to the total 
revenue eared by a firm minus the total costs incurred. 
by the firm in the process of producing its output 


Suppose you have a pizza restaurant and you sell 400 
pizzas a day at $7 each, You have revenues of 7 x400 = 
$2800 per day. On tne other hand the costs of buying 
the pizza inpiedients, paying your workers and meting 
all other expenses of running your restaurant umount to 
$2650 per day. Your profit per day is 


Profit = revenues ~ costs = 2800 - 2650 = $150 per day 


"The objective of profit maximisation is to make the 
difference between revenues and costs as large as possible 
so as to make profit as large as possible. We will come buck 
to the topic of profit maximisation in Chapter 7 at HL) 


Alternative business objectives. 


‘Over the years economists have developed many theories 
out firm behaviour, The following ix a brief survey of 
some of the mote impoviant ones, The common theme 
fof all of these hat profit maximisation may not be the 
‘overriding objective of firms, asin fuc they may have 
‘other goals that may be more important. 


Corporate social responsibility 
and environmental concerns 


‘The self-interested behaviour of firms often leads to 
negative consequences for society. Itis often the case that 
the well-being of firms is not consistent with the well- 
being of society. A prime example is the self-interested 
{firm that pollutes the environment, (Such actions of 
firms will be examined in Chapter 5 under the topics 

of negative externalities and common pool resources) 

In addition, firms can engage in actions that most 
consumers would consider to be ethically unacceptable, 
such as the practice in many developing countries of 
employing poorly paid children forsed to work long 
hours, or employing labour that is foreed to work under 


sthical 


») 
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unhealthy or dangerous conditions. These situations may 
arise in countries where bere 1s widespread poverty, and 
{government legislation protecting the rights o children 
and workers is either non-existent or poorly enforced, 


However, many firms increasingly recognise that the 
pursuit o self-interest need not necessarily conflict with 
ethical and environmentally responsible behaviour. A 
negative image of the firm held by workers and buyers of 
e product can cut deeply into the firm's revenues and 
profits by lowering worker productivity and the fcm 
sales. Further, socially irresponsible firm behaviour may 
lead to government regulation of the firm inteaded to 
minimise the negative consequences of ths firm's actions 
for society, whereas socially responsible behaviour could. 
instead result in less government regulation, Therefore, 
firms face incentives to display corporate social 

responsibility by engaging in socially beneficial activities 
These can take many fortas, including: 


^ avoidance of polluting activities 

^ engaging in envwonmentally sound practices 

^ support for human rights, such as avoiding 
exploitation of child labour and labour in general in 
less developed countries, or avoiding investments in 
countries with politically oppressive regimes 

^ atk and athletics sponsorships 

+ donations to 


is, 


Many of these practices are the result of increased 
consumer awareness of social and enviro 
issues, growing consumer conce 
environmental aspects of business practices, and even 

ivism that results in boycotts of offending 

of theieiluence and concern of 

consumers is the rapidly growing interest in investments 
în companies (through stock markets) that meet certain 
social, ethical and ecological criteria. 


Economists used to think that ethical and environmentally 
responsible behaviour of firms would reduce their proi 
This was based on considering only the cost aspect of 
profits: for example, firms using cheap child labour face 
Jows costs and hence will make higher profits than fus 
‘voiding such practices. Yet profits depend not only oo 
costs, but also on revenues that will fall if consucrs avoid 
buying the products of offending firms. 


A number of studies have attempted to measure the 
effects of socially responsible behaviour on the profits 
of firms. Does ethical and environtuentally responsible 
behaviour lower or increase firm." profits? The results of 


these studies huse been inconclusive. The behaviour of 
firms themselves, however, suggests that they often do 
not want to risk consumer displeasure 


Market share 
Market share refers to the percentage of total sales in a 
market that is earned by a single firm, For example, if a 
product has total sales within a country of $80 million, 
and a firm sells $10 million worth of that product, 

‘then that firm has a 20% market share, A high market 
share means that the firm is enjoying large sales of its 
product or products, and is an indication of the products 
popularity among buyers, 


A large market share means that it is likely that the firm 
is achieving economies o wale (falling costs per unit of 

output as the firn grows, to be studied at HL in Chapter 7). 
Economies of seale allow a firm to increase its profitability: 


In general, market share is so important that large 
companies such as multinational corporations (large 
firm cnt have productive facilities in more than one 
country) often measure their performance in terms of 
cir market share in specific countries, Market share is 
an important indicator of performance because it allows 
the firm to monitor how well it is doing in relation to its 
competitors. 


A firm that succeeds in maintaining its market share 
‘over time means that it is likely earning revenues that 

are growing at the same rate as the overall market. A 
rowing market share is a sign that the firm is doing well 
in relation to its competitors. It is likely that its revenues 
‘re growing faster thao the revenues of competitor firms 
A falling market share on the other hand means that the 
firm is not doing as well as its competitors in terms of 
sales of its producta. 


In onder to increase its market share, the firm may try to 
ower ie prices, or introduce new or innovative products 
into the market, or use advertising. Each of these 
strategies may have the effect of lowering profi, Lower 
prices may reduce revenues (though not necessarily, 

"is will be explored in Chapter 3). The introduction of 
new products involves increased costi on research and 
development, while advertising also involves increased 
firm spending to pay for the advertising. Possible lower 
prices with higher costs will cut into profits However, 

as long as the firm remains profitable, and it continues 
o carn a satisfactory level of profits, the benefits of 
maintaining or increasing; market share are likely 10 
make the lower profits worthwhile. 


Copyright Material - Review Only - Not for Redistribution 


2 Competitive markets: Demand and supply 


Growth maximisation 
Another possible objective 1s maximisation of growth 
rather than profits Growth maximisation can be 
attractive for the following reasons: 

+A growing firm can achieve economies of scale 
(Gee Clinpter 7) and lower its average costs thus 
increasing its profitability. 

‘+ Asa firm grows it can diversify into production 
of different products and markets and reduc» its 
dependence on a single produet or market. 

^ A larger firm has greater market power and 
increased ability to influence prices, thts again 
potentially increasing its profitability 


^ A larger firm reduces its risks because it may be less 
alfected in an economie downiurn (a recession) and 
is less likely to be taken over (bought) by another 
firm, 

* The objective of growth maximisation reconciles 
the interests of oth owners and managers because 
both group: lave much to gain from a growing 
firm, Other maximisation objectives may pit 

am owners against firm managers for example, 

rit maximisation is favoured by owners while 

Tevenue maximisation is favoured by managers, 


Revenue maximisation 
In one theory of firm behaviour, it ix argued thot the 
separation of firm management from firm ownership. 
which 
has me 
profit maximisation may be the dominant motive of the 
traditional owner-manayed firm, firm managers who are 
by the owners to perforin management tasks may 
be more interested in increasing sales and maximising 
the revenues that arise from larger quantities sold. This 
poul of firms is ref red to as revenue maximisation? 
Increasing sales nd maximising revenues may be 
more usi o a rm than profit maximisation for the 
following remons: 


‘+ Soles can be identified and measured more easily 
‘ver the short term than profits, and increased sles 
targets can be used to motivate employees 


* Rewards for managers and employees are often 
linked to increased sales rather than increased. 
pris, 

* ttis often assumed that revenue from more sales 
will increase more rapidly than costs; if this is the 
case, profit (= total revenues - total costs) will also 


^ Increased sales give rise to a feeling of success, 
Whereas declining sales create a feeling of failure. 


(Note shat revenue maximisation, while important, isnot in 
the syllabus) 


Satisficing 
Many of the above objectives assume that the firm 

tries to maximise sorae variable, whether it is profit, 
market share, growth or revenue. Herbert Simon, a 
Nobel Prize-winning economist (also mentioned earlier 
in connectioa with the idea of bounded rationality as 
‘erie of consumer rationality), has argued that the 
large modern enterprise cannot be looked upon as a 
single entity with a single maximising objective; instead 
iiis composed of many separate groups within the firm, 
cach with its own objectives which may overlap or may 
conflict, This multiplicity of objectives does not allow the 
firm to pursue any kind of maximising behaviour, Firms 
therefore try to establish processes through which they 
can make compromises and reconcile conflicts to arrive 
ut agreements, the result of which is the pursuit of 
objectives that are placed in a hierarchy. This behaviour 
was termed satislicing by Simon. (Simon used this term 
tw describe the behaviour of consumers as well.) I refers 
to the idea that fms try to achieve a satisfactory level of 
profits together with satisfactory results for many more 
objectives, rater than optimal ør "best results for any 
one objective 


BET YOUR UNDERSTANDING 2.1 


Imagine you are the owner of a business. 
Discuss and justify any business goals you may 
have that are not directly concerned with profit 
maximisation. 


1 Tia i based on the wok of R. Maris and others. 


* Tha revenea 


m war described by W. Baumol in 1989 
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How important are the criticisms of profit maximisation as the firm's main goal? 
Standard economic theory assumes that profit maximisation is the most important goal of fims, As 
we will sco in Chapter 7, the study of firm behaviour is based very heavily on the assumption of profit 
‘maximisation, Yet this assumption is criticised for several reasons: 


* The use of marginal concepts (for example marginal cost in the theory is unrealistic; firms cannot. 
‘easly identify marginal costs, and do not even try to do so; therefore, this theory does not accurately 
describe methods actually used by firms to determine price and output, 


‘+The model is based on the assumpticn that firms have perfect information at their disposal, whereas. 
in fact the information on which ley base their decisions is highly fragmentary and uncertain; firms 
do not know what demand curves they face for their products and they do not know how competitor. 
firms will behave in responso to their actions. 


* Sharan profl maximisation may be urea; fms may peer ers inthe short run in 


‘exchange for larger profits over the long run, 


+ The factors determining demand and supply for products and resources are continuously changing, 

with demand und supply curves continuously siting, o that any profit-mxmising decisions 
regarding prices and output made today under current ronditions may be irrelevant by the time the 
‘output is produced and ready for sale in the mi 


real-world evidence suggesting that firm behaviour may be motivated by a 
other than profit maximisation, which were discussed above, 


‘economist, argued in a famous book’ th 

he theory has predictive powers. In fact, 

ly describe the real world, 

because tho role of assumptions is to portray only the important aspects of a process that is modelled or 
theorised about, ignoring the irrelevant d 


Paul Samuelson, another American Nobel Prize-winning economist, fund 

argued that the prediction: of a theory can only be as empirically valid 

‘assumptions on which the theory rests. f the assumptions are unrealistic r invalid, then the theory and 

its predictions wil similariy be Invalid; itis not possible to have a thecry with predictive powers if its 

assumptions are unrealistic. H the predictions of a theory are empirically valid, so is the theory and its 
umplions. Logically, then, it is not possible to separate the predictions of a theory from th 

of the theory; they all stand or fall together, 


Thinking points 


+ Remember that a theory tries to explain real-world avents, Does it matter if a theory is based on 
unrealistic assumptions? 


= As you read through Chapter 7, you may want to keep these issues in mind, as we will encounter 
further unrealistic assumptions in some market models discussed in that chapter (see also Theory of 
[__knomledge 7.1 about perfect competion 


+ Miton Friedman (1953) The Methodology of Positive Economies in Essays in Posisie Econom, University of Chicago Press 


 — Áo — — Á—— S ^ — —— 
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INQUIR 


The following questions will help you reflect on your leaming and enhance your understanding of key 
topics in this chapter. They are suggestions for inquiries that you can undertake on your own or in groups 
in order to revise the learning objectives of this chapter. 


1. Advertising makes great use of biases that influence consumers’ way of thinking. As you watch TV, 
when a commercial comes on, try to see ifthe message being conveyed to the consumer makes use 
of biases in order to convince consumer to buy the product. 


2 An area that has been examined extensively involves providing healthy lunches at schools and using 
nudges to encourage parents and students to prefer these. Investigate what kinds of nudges have 

been suggested, when and where they have been implemented, and what were the results, Try 

to design a programme where you could recommend nudges that you think may be effective in 

increasing demand for healthy school meals 


3. Was your decision to study IB economics a rational choice? Identify the conditions that would have to 
bo satisfied for this choice to have been a rational one. If it was nct rational, identify some biases that 
may have affected your choice, 


4 Richard Thaler and Cass Sunsti ame famous for tha contributions to nudges. coined the 
phase ibertorian paternalism to describo nudges as a form of government intervention. The word. 
libertarian (rom the Latin word ibortas which means freedom) refers to a philosophy where liberty or 
frocdor and autonomy are the main principles, meaning that people should have freedom of choice and 
should be fre of authority. The word paternalism from the Greek word pater which means father) refers 
to actions that limit people’ freedom or autonory, such actions are often justified on the grounds that 
‘hay aro in tho people’ best interests. Consider the phrase libertarian paternalism, and determine whether 
those two concepts may be contradictory or whether they can be made consistent with each other as 
‘Thaler and Sunstein have tried to do through the policy of nuda 


4 STYLE QUESTIONS ~ad" 


m 


Copyright Material - Review Only - Nat for Redistribution 


«^ When the price of a good or service that you want rises, how likely is it that you will purchase it 
anyway? You might say it depends, What factors might influence your decision? 

+ If producers of a good or service went to increase their revenue, sometimes they increase their prie, 
Doos this strategy always work? Why or why not? 


+ Ifsomeone is poor and evar time becomes richer, what kinds of changes might you expect to see in 
her or his purchasing habits? What if she or he is rich and aver time becomes poorer? 


The topics above relate to the concept of elasticity. Elasticity isa measure of the 
responsiveness of a variable to changes in price or any of the variable deter 
In this chapter we wi examine three kinds of elasticities: 


— 


^o price elasticity of demand, which examines the responsiveness of quantity demanded 
s in price 
“lasticity of demand, which examines the responsiveness of demand to 
ies in income 
+ price elasticity of supply, which examines the 
changes in price. 


esponsiveness of quantity supplied to 


Each of these has a number of application: to impor 


int economie problems 


Phota: Group ef people shopping 
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3 Elasticities 


3.1 Price elasticity of 
demand (PED) 


Price elasticity of demand 


Understanding price elasticity of 
demand (PED) 


According to the law of demand, there is a negative 
relationship between price and quantity demanded: the 
higher the price, the lower the quantity demanded, and 
vice versa, ceteris paribus, We now want to know Ay how 
‘much quantity responds to change in price. 


Price elasticity of demand (PED) is a measure. 

ness of the quantity of a 

to changes in its price. PED. 

is calculated along a given demand curve. 

In general, if quantity demanded is highly 

responsive to a change in price, demand is 
price elastic; 

jad is not very responsive, demand is. 


The formula for PED 


Suppose we are considering 
formula used to measure its 


7D for good X. The. 
Disi 


price elastictyof demand (PED) 
percentage change in quantitydemanded 
percentage change in price 


1 we abbreviate ‘change in' by the Greek letter 
A, this form 


PED 


ET 
Mog, he above formula can be ew as: 

10,499 80 

PED «-Q. a -where 
x100 

P P 
BO = Qiu, = Orava 
Q= Qus 


AP = Poss = Posi 
LLLI 
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The sign of PED 


Since price and quantity demanded are negatively 
related, PED is a negative number. Any percentage 
increase in price (a positive denominator) gives rise to a 
percentage decrease in quantity demanded (a negative 
numerator), kading to a negative PED. Similarly, a 
percentage price decrease results in a percentage quantity 
increase. However, rhe common practice is tu drop the 
ivo sig and consider PED as a positive number. (in 
mathematics this is called taking the absolute valus.) This 
a5 done to avoid confusion when making comparisons 
between different values of PED. Using positive 
numbers, we can say for example, that à ED of 3 iw 
larger than a PED of 2. (Had we been using the minus 
sign, =2 would be larger than ~3,) 


The use of percentages 


Elasticity is measured in terms of percentage changes of 
P and Q for two reasons: 


^ Wenced s measure of responsiveness that is 
independent of units It makes little sense to 
compare units of oranges with units of computers 
or eats, Alio, we want to be able to compare 
elasticities across countries that have differen 
currencies: an elasticity measured in terms of curos 
will not be comparable with an elasticity measured 
in yen or pounds, The use of percentage: allows us 
to express elasticities in common tevin 

^ Iris meaningless to think of changes in prices or 

iuantities in absolute terms for example, a SIS 

iori in price or a 20 uni decrease in quantity) 

A SIS price increase meats something very. 

different for à good whose original price is $100 


than for è good whose original price is $5000. In. 
The first case there is a 15% increase, and in the 
second there isa 0.3" 


«increase, Using percentages 
allows us to put responsiveness into perspective 


The same arguments apply to all other elasticities we will 
consider, 


Calculating PED, change in price and 
change in quantity 
We can now use the formula above to calculate PED. 


Suppose consumers buy 6000 TVs when the price is $255 
per unit, and they buy $000 TVs when the price is $300, 


6000-5000 1000 
o 5000 020 
PED = “355-300 ^ as =0.15 


wo w 


fo 1,33 since we drop the minus sign, Therefore PED for 

Telit 

Note that elasticity s measured as a number, not as a 

percentage, and there are no units, 

IE we know PED and the percentage change in P, we 

can calculate the percentage change in Q. Suppose 

PED = 125 and price of good X mereases by 12 
lculate the percentage change in Q demanded 


0.1201 


Similarly, if we know PED and the percentage change in 
Q demanded, wë can calculate the percentage change in P. 


"You may nete that the value of hà lacy of demand depend 


nthe cha of the inital pice-quantty combination In the ealeulation 
above, Wa was sce to be 300, OUO H we had taken 255, £00 a Pe rit 


(098 (You cul ciculate this et an exerc) Tha lc canbe overeerne by une of a "midpoint formula’ Note that you are not 


required ia bron the midpoint formula 
20, 
erage 
p. Mate 
aC 
p 
In the previous example 


1000 


pen = S500 = 112, whero sgp = 50001209 iy n (2554300 


ams 


ie wa use the average of tha two C), values and the average ofthe two P, values rated èl the inital , and initial Py Note that you ae 


nat regard te bra the rion fla 


Lo 
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3 Elasticities 


Suppose PED = 080 and quantity of good Y demanded 
falls by 1672. Calculate the percentage change in P: 


Sosnar 


1D ur 20%, Price mereused by 20 


0.16 


You may note that here we have used negative signs in 
the calculations to show decreases, however this is not 
necessary since the final elasticity value i taken as 4 
postive number (absolute value). 

Total revenue calculations (referred to in the estaing 
objectives will be presented below 


aN 


1 Explain the meaning of price elasticity of 
demand, 


b Outline why we say it measures 
Terporeiness of quant along a given 


Staie why we treat PED as If it were positivo, 
‘even though it is usually negative. 


3 ttis observed that when the price of pizzas 
$16 per pizza, 100 pizzas are sold; whon the 
price falls to $12 por pizza, 120 pizzas mo 
sold, Calculate price elasticity of demand. 


4 A 10% increase in the price of a particu 
good gives rise to an 8% decease in. 
quantity bought. Calculate the price 
elasticity of demand. 

5. The PED for good X is 0.8. If the price of 
good X increased by 15%, calculate the 
percentage decrease in quantity demanded, 

6 The PED of good Y is 1.5. If quantity of 


teases by 30%, calculate the 
certage decrease in the price of good Y. 


The range of values for PED 


The value of PED involves a comparison of «wo 
numbers: the percentage change in quantity demanded 
(the numerator in the PED formula) an! the percentage 
change in price (the denominator). This comparison. 
yields several possible values and renge of values 

for PED. These are illustrated in Figure 3.1 and 
summarised in Table 3.1 


^ Demand is price inelastic when PED «1 (but greater 
than zo). The percentage change in quantity 
descsnded is smaller than the percentage change in 
price, so the value of PED is less than one; quantity 
demanded is relatively unresponsive to changes in 
price, and demand is price inelastic, Figure 3.1(a) 
illustrates price inelastic demand: the percentage 
change in quantity demanded (a $% decrease) is 
smaller than the percentage change in price (a 10 
increase), therefore PED is less than one, 

^ Demand is price elastic when PED> 1 (but Iess 
han infinity). The percentage change in quantity 
demanded is larger than the percentage change 
in price, so the value of PED is greater than one; 
quantity demande is relatively responsive to price 
changes, and demand is prie elastic. In Figure 3.1(b) 
"he percentage change in quantity demanded (- 10 
ix larger than the percentage change in price (5%), 
therefore PED is greater than one, 


In alton, there are three special cases where PED 
is constant (unchanging) along the full length of the 
demand curve 


* Demand is unit elastic when PED = 1. The percentage 
change in quantity demanded is equal to the 
percentage change in price, so PED is equal to one; 
demand is then unit elastic; there is unitary PED. 

Figure 3.1(c) shows a unit elastic demand curve, 
where the percentage change in quantity demanded 
(576 sequal to the percentage change in price 
^ Demand is perfectly elastic when PED = 0. The 
percentage chan in quantity demanded is zera; 
there is no change in quantity demanded, which 
remains constant at Q, no matter what happens to 
price; PED is then equal to zero and demand 
is perfectly inelastie. For example, a heroin 
addict's quantity of heroin demanded is 
unresponsive to changes in the price of heroin. 
Figure 31d) shows that a perfectly inelastic 
demand curve is vertical. 

* Demand is perfectly elastic when PED = infinity. 
When a change in price results in an infinitely 
large response in quantity demanded, demand 
is perfectly elastic, As shown in Figure 31e) the 
perfectly elastic demand curve is horizontal. At 
price P, consumers will buy any quantity that 
is available. If price falls, buyers will buy all they 
can (an infinitely arse response) if there is an. 
increase in price. quantity demanded drops to zero. 
"This appareotly strange kind of demand will be 
consideres in Chapter 7 (at HL). 


n 


a) 
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The numerical value of PED can therefore vary from zero the cases of unit elastic, perfectly inelastic and perfectly 
to infinity In general, the larger the value of PED, the elastic demon are rarely encountered in practice, they 
greater the responsiveness of quantity demanded. While have important applications in economic theory 


Frequently encountered cases 


O<PED< 1 ‘quantity demanded is relatively 
(greater than zero and less than one) unresponsive to price. 

1<PED<m ‘quantity demanded is relatively responsive 
(greater than 1 and less than infinity) to price 


Special cases: constant PED along 
the length of the demand curve 


PED =1 unit elastic demand percentage change in quantity demanded 
equals percentage change in price. 


PED =0 perfectly inelastic demand [quantity demanded is completely 
s unresponsive to price 
PED perfectly elastic demand | quantity demanded is infinitely responsive 
to price 


Table 3.1: Characteristics of pric alasticity of demand 


Frequently encountered cases 


1 Price elastic demand: 0 < PED <1 b Price elastic demand 1< PED < = 


d Perfectly inelastic domand: PED-0O Pafecly elastic demand PED: 


L D L 
l 


| 
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PED and the steepness of 
the demand curve 


‘The variety of demand curves and their PEDs in Figure 3.1 
suggest that the liher the demand curve, the more elastic 
he deman (the higher the PED); the steeper the demand. 
curve theless elastic the demand (he lower the PED). 


However, its not always accurate to conclude that 
dennad is more elastic or less elastic indifferent demand 
curves simply by comparing their steepness. The reason 
is that demand curves drawn on different scales are not 
comparable, Figure 3.2 shows two identical demand. 
curves with different scales on the horizontal axis, It 
would be incorrect to conclude that the steeper demand 
curve has less elastic demand, 


r 


eg 


Foul 


3 1% 202530 O 


> 8 5 m % 2 
Figure 3.2: Two identical demand curves 


So when sit correct to compare PEDs of demand curves 
by referring to their steepness? Tis cun be done when the 
dermane curves intersect at some point, such as denad 
curves Dy and Da in Figure 3. In this figure, for any 
price, Dy is fatter and more elastic than Dy. For example, 
AC price falls from P to P, the resulting percentage 
change in quantity will be larger for Dy (crease from Oy 
10 Qj) than for D; (increase from Q; to 3) In general 
When demand curves intersect, then for any given price, 
the ater the demand curve, the more elastic is the 
demand. This generalisation holds for comparisons 
between two demand curves at a particular price. 


We ofen use the relative steepness of demand 
curves to be an indication of PED, so that 
comparing two demand curves, the one that is 
fatter is said to be more elastic while the one 
that is steeper is said to be more inelastic, (This 
is dono on the assumption that if they were. 
drawn on the same diagram they would intersect 
at some point) 


intersecting demand curves and PEDS 


k 
Pe tb)» MD Dy 
sch panaki pic 
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^ 
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» 
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mand curves and PEDS 


1 Specify the value for each of the following 
PEDs and show, using diagrams, the shape 
of the demand curve that corresponds to. 
each one: 


a perisetly elastic demand, 
^ unitary PED (unit 


c perfectly inelastic demand, 


lastic demand) and 


2 Provide examples of goods likely to have 
demand that is 


^ elastic, and 
b inelastic, 


3 Identify which price elasticity of demand 
values or range of values we see most 
frequently in the raal world. 


4 Assuming two demand curves intersect, 
explain which af the two will be relatively 
mere elastic for a given price 
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Changing PED «nd the straight- 
line demand curve (HL only) 


Why PED varies 


Along any dovamandloping straight-line demand cune, 
the PED varies (changes) as we move along the curve. 
‘This applies to all demand curves ofthe types shown in 
Figor: 162) and (b) It excludes unit elastic, perfectly 

stic and perfectly elastic demand curves (where PED 
is constant). We can see in Figure 34 that when price is low 
and quantity is high, demand is inelastic; as we move up the 
demand curve towards higher prices and lower quantities, 
demand becomes more and more elastis. The figure shows 
the PED values along diferent paris of the demand curve. 


The reason behind the changing PED along a straight- 
line demand curve has to do with how PED is calculated, 
At high prices and low quaativies the percentage change 
in Q is relatively large (since the denominator of AQIQ is 
small), while the percentage change in Pi relatively mall 
(because the denominator of A/P is large). Therefore, the 
value of PED, given by a lange percentage change in Q 
divided by a amall percentage change in ^ results in a large 
PED (clastic demand). At low prices and high quantities, 
the opposite holds. The value of PED is given by a ov 
percentage change in Q divided by a high percentage 
change in P, resulting in a low PED (inelastic demand), 


ro 
E spiga 

p 

1o 

» inpet portion 
» d meai N igma cuve 


b penn 025 


1 20 30 40 50 db 70 80 90100 
units of good A 


Figure 3.4: Variability of PED along a straight-line derand 


On any dewnward-sloping, straight-line 
demand curve, demand is price-elastic at high 
pricas and low quantities, and price-inelastic at 
low price and large quantities. At the midpoint 
of the demand curve, there is unit elastic 
demand. 


Therefore, the terms ‘elastic’ and ‘inelastic! 
should not be used to refer to an entire 
demand curve (with the exception of the 
three special cases where PED is constant), 
but only to a portion of the demand curve 
corresponding to a particular price or 
price range. 


Why PED varies along a straight- 
line demand curve from a different 
perspective 


Ar simpler explanation of the varying PED along à 
‘raipht-line demand curve i the following. 
ab 


while 


Note thatthe slope of demand curve = 55, 


- Lx 
ab Ap” Q sope Q 


Now we know that the slope along a straight line in 
always constant, therefore ihe inverse of the slope 
Vslope is alio constant, 


Therefore PED is equal to a constant number multiplied 
by PIQ. As we move down the demand curve, we know 
that P geis analler and smaller, while Q gets bigger and 
bigger. therefore P/Q becomes continuously smaller, 
This nieans that as we move down the demand curve, 
PED, which is equal to à constant number times an. 
ever decreasing number, must be getting smaller and 
smaller. We thus have a simple explanation of why 
PED continuously decreases as we move down the 
demand curve 


Hay be nated that sc speaking th aipe cf the demand cune i AG/AP The reason ie that mathematicaly the slape a defined as the 

inge in te dependent vanale vidi by the change in the Independent variable In the cast of demand, Q a the dependant varable 
Pa the independent variable. Haiever bamsa cf tha prac af evaring he P and Q anas, and puting Pon he veil aka, e. 
may take tha slope as being APAC Ir any cas ha doesnot make any diferente the paint cf the argument in he tert because both 
OAP and AP/B ae contort slong a sraigh Ine 


o>) 
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1^ Using the information in Figure 3.4, 
calculate PED between: 


s points a and b, wher 
fiom $10 to $15; 


price increases 


b points cand d, where price increases. 
from $25 to $30; and 


© points e and f, where price increase 
from $40 to $45. 


d State the genera principle about val 
of he PED along the straight-line 
demand curve that your calculations 
show. 


Determinants of price 
elasticity of demand 


We will now consider the factors that determine wheth 
the demand for a good is elastic or inelastic, 


Number and closeness of substitutes 


The more substitutes a good (or service) has, the more 
elastic is its demand. If the price of a good with many 
substitutes increases, consumers can evite to other 
substitute products, therefore resulting in a relatively 
large drop large responsiveness) in quantity demanded. 
For example there are many brands of toothpaste 
which are close substitutes for each other, An increase 
in the price of one, with the prices of others constant 
will lead consumers to switch to the others; hence 
demand for a specifie toothpaste brand is price elastic, 
If a good or service hus few or no substitutes, then 

m increase in price will bring forth a relatively small 
drop in quantity demanded. An increase in the price 
of petrol (gasoline) is likely to lead to a relatively small 
decrease in quantity demanded, because there are 

no close substitutes: therefore, demand for petrol is 
pice inelastic, 


Also important is the closeness of substitutes For example 
Coca-Cola? and Pepsi* ane much closer substies than 
Coca-Cola and orange juice; We say that Coca-Cola 

and Pepsi have preter whsnitutability. Yl closer two 
substitutes are to each other, the greater the responsiveness 
of quantity demanded to a change ta the price of the 
substitute, ence the greater tbe PED, because it is easier 
Tor the consumer to svi feor one product to the other. 


A factor that affects the number of substitutes is 
Whether the vood is defined broadly or narrowly. For 
example, fruit is a broad definition in comparison to 
specific Fuit like oranges, apples and pears, which 
are narrowly defined. If we had considered fruit in 
relation to food, food is broad and fruir is narrow. 
‘The point here is that the narrower the definition of a 
00d, the greater the number of close substitutes and 
"he more elastic the demand, The demand for apples 
ix more elastic than the demand for fruit; demand 
for fruit is more elastic than the demand for food. 
Similarly, a Honda has a higher PED than all cars 
red together, 


Necessities versus luxuries 


Necessities are goods or services we consider to be 
essential or necessary in our lives: we cannot do without 
them. Luxuries are not necessary or essential, The 
demand for necessities is less elastic than the demand 
for acres, For example, the demand for medications 
ends to be very inelastic because people's health or 

life depend on them; therefore, quantity demanded ix 
not very responsive to changes in price. The demand 

for food is also inelastic, because people cannot live 
without it. On the other hand, the demand for diamond 
rings is elastic as most people view them as luxuries, In 
areneral, the more necessary a good, the less elastic the 
demas 


A special case of necessity is a consumer s addiction to a. 
‘good. The greater the duse of addiction to a substance 
alcohol, cigarettes, ud s on), the more inelastic is 

the demand, A price increase will not bring forth a. 
‘significant reduction in quantity demanded if one is 
severely addict 


Lengih of time 


‘The longer the time period in which a consumer makes 
a purchasing decision, the more elastic the demand, 

As time goes by, consumers have the opportunity to 
consider whether they really want the good, and to get 
information on the availability of alternatives to the 
good in question. For example, if there is an increase in 
the price of heating oil, consumers can do little to switch 
to other forms of heating in a short period of time, and 
therefore demand for heating oil ends to be inelastic 
‘over short periods But as time goes by, they can switch 
to other heating systems such as gas, or they can install 
better insulation, ani demand for heating oil becomes 
more elastic, 


n) 
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Proportion of income spent on a good 
The larger the proportion of ones income needed to 
buy a good, the more elastic the demand, An ilem 
such as a pen tales up a very small proportion of © healing oil in one week or in one year 
ones income, Whereas a car takes up a much larger : : 
proportion. For the same percentage increase in the f^ bread or meat 
price of pens and in the price of cars, the response in 

quaniity demanded i likely to be greater in the case of 


4 anotepad or a computer 


the car than in the case of pens Applications of price elasticity 
of demand 
Price elasticity of demand is a very important concept in 
1 Identify and explain the determinants of economics, with numer applications Some of these 
price elasticity of demand Wil be considered below; others will be studied in ter 
2 State in which case demand is likely to be Spini 
more elastic in pach ofthe following pairs of p 
‘goods, and why PED and total revenue 
^ chocolate ar Cadbury's chocolate PED sod the effects of price changes on total revenue 


Total revenue (TR) is the amount of money received by 
firms when they sell a good (or service), and is equal to 
< cigarettes or swoets the price (P) of the good times the quantity (Q) of the. 
Ld po 0d sold, Therefore, TR= PO. 


b oranga juice or water 


What happens whan demand is highly price inelastic? 
A girl sells lamonade at a stand for 50 cunts 
(= $0.50) a cup, On a very hot day, the lemonade 

Jen more popul: 


lemonade with extra sugar because his blood sugar 
has fallen to dangerously low levels. The gir sees an. 
opportunity and increases her price by 500%, The boy 
doesn't have enough money, but she tells him she wil 
give him the lemonade right away provided he promises 
to run heme afterward, get the money and return to pay 
her the full price. Having no choice, the boy agrees 


Applying your skills 
1 a Describe the boy's price elasticity of demand for sweet lemonade at that particular moment, 


bo identify what determinant of PED accounts for this. 


2 What would have happened to the quantity of lemonade demanded if the other children were faced 
with a 500% increase in its price? Explain in terms of thelr price elasticity of damand for lemonade. 


Source: Adapted from Teyrmour Seman, Free markets don't always do the right thing regarding health care in 
The Deseret News, 15 Nevember 2009. 


2» 
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We are interested in examining what will happen to the 
firm's total revenue (TR) when there isa change in the 
price of the good it produces and sells We know that 
an increase in Pleads to a decrease in Q demanded and 
Vice versa, What can we say about the resulting change 
in total revenue? Will it increase, decrease or stay the 
same? The change will depend on price elasticity of 
demand of the good. We have the following three 
possibilities 


Demand is elastic (PED »1) 
When demand is elastic, an increase in price causes a 
fillin total revenue, while a decrease in price causes a 
rise in total revenue. To see why, consider that if demand 
is elastic, so PED? 1, an increase in price results in a 
proportionately larger decrease in quantity demanded, 
For example, if price rises by 1} quantity demanded 
will all by more than 10% The decrease in quantity 
has a bigger impact on total revenue than the increase 
in price; therefore, tot! revenue falls, If there is a price 
decrease, a 10⁄4 prio fall results in a larger than 10 


increase in quantity demanded, and total revenue 
When demand is elastic, an increase in price 


‘causes a fall in total revenue, while a decrease in 
price causos a riso in total revenue, 


Demand is inelastic (PED <1) 

When demand is inelastic, an increase in price causes 
n increase in total revenue, while à decrease in 

price causes a fall in total revenue. Since PED <1, 
an inerease in price causes o proportionately smaller 
decrease in quantity demanded. For example, a 10 
price increase produce: a smaller than 10% decrease 
in quantity demanded, and total revenue rises, If 
price falls, a percentage price decrease gives rise to 

i smaller perccstage increase in quantity demanded 
and total revenue falls. In both cases, the effect on 
total revenue of the change in price is larger than the 
effect of the change in quantity. 


When demand is inelastic, an increase in price 
causes an increase in total revenue, while a 


decrease in price causes a fallin total revenue, 


Demand is wait elastic (unitary PED; PED = 1) 
When demand is unit elastic, the percentage change in 
‘quantity is equal to the percentage change in price, and 


Using diagrams to illustrate PED and 
the effects of price changes on total 
revenue 


Figure 36 shows three demand curves The frst shows 
a price range where PED>1, the second a price range 
"where PED«1 and the third unitary PED throughout its 
range. In ll hee diagrams total revenue or TR is shown 
by the reciungles represented by Px Q. 


Elastic demand: as P increases TR falls: P and TR. 

change in opposite directions 

In Figure 3.64), where demand is elastic, at the initial 

price and quantity, P and Q), total revenue is given by 

"he sum of the rectangles A and B. When price increases 
sand quantity drops to Qs, total revenue is piven 

by the sum of the rectangles A and C. Due to the price 

increase rectangle B was lost and the rectangle C was 

pained. Since the loss (B) is larger than the gain (C) 

total revenue fell 


We can use the same diagram to explore a price decease 
When PED I, sirapiy by assuming hat the initial price 
and quantity are Ps and Qs price then falls to ^ while 
quantity increases to Q The pain in T'R is given by 
revtangle R, which is greater than the lons shown by 
ctl C, thus total revenue neca 


Inelastic demand: as P increases TR increases: P 
and TR change in same direction 

Thes rests can be seen in Figure 3.60). With a price 
increase total revenue pained (rectangle C) is larger than 
{otal revenue lost (rectangle B) therefore, total revenue 
increases Ir price falls from Pz to Pi, the pain in total 
seven (rectangle B) is smaller than the loss (rectangle 
C) and total revenue fal 


Unitary PED: any change in P leaves TR unchanged. 


In Figure 3,6) as price and quantity change, the gain. 
in total revenue sex icy matched by the oss, and ttal 
revenue remains enchanged, 
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a PED> (elastic demand) b PED <1 (inelastic demand) © PED - 1 (unit elastic demand) 
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Figure 3.6: PED and total revenue 


Calculating total revenue ai different points on the 
demand curve 

We can use the information in Figure 36 to calculate 
total revenue as price changes, In Figure 3.6(4) where 
demand is elastic, iniually TR = P Qy = 4% 11 = SH, 
Alter the price urease TR = Py Q3 = 5% 8 = $40. 
Therefore the increase in price caused a fall in total 
revenue, confirming the point that when demand is 
elastic Pand TR change in opposite directions 


"igure 3) demand is inelastic, Initially 
TRE PX Qy = 5% 14 = $70, After the price inicie 
TR Pax Qa = 7 12 = S84. The price increase here led 


to an increase in total revenue confirming te point that 
when demand is inelastic price and total revenue change 
in the same direction. 


PED and firm pricing decisions 
“The above discusion hv ia businesses must take 


PED into account when considering changes in the price 
of thelr product. 1 a business wants to increase total 


Inelastic demand 


DEM 


alien 


revenue, it must drop its price if demand is elastic, or 
increase its price if demand is inelastic. If demand is unit 
elastic, the firm is unable to change its total revenue by 
changing lts price. 

A funis total revenue should not be confused with profir, 
Profitis total revenue minus total costs 


PED and indirect taxes 


Governments often impose taxes on specific goods 
Such taxes area type of indirect na (to be discussed in 
Chapter 4). I governments are interested in increasing 
‘their tax revenues, they must consider the PED of the 
‘goods to be taxed for the following reason. 


The lower the price elasticity of demand for the 
taxed good, the greater the government tax 


bb Elastic demand 


Solum 


a 

^ sulcus 
D 

oe a 


Copyright Material - Review Only - Not for Redistribution 


3 Elasticities 


This can be seen in Figur 7, showing the case of 
inclastie demand in part (a) and clastie demand in 
part (b). When a tax imposed on a good, it has the 
cct of shifting Une supply curve upward. The reason 
Ss that for ever tevel of output the frm i willing and 
abe to supply to the market, it must receive a price 
that is higher than the original price by the amount 
othe tax. (Thi is equivalent to a leftward shift of 
the supply curve: for an explanation sce "Quantitative 
tcchoigues chapter in he digital coursebook.) The 
turve shifts from 5 t S340 that he vertical distance 
between S, and S, is equal te Uhe amount f the tax 
per unit of output, The new, after-tax cauilibrium 
Secure at price P and quantity Q, determined by 


TEST YOUR UNDERSTANBINC 


4 Explain and show, using diagrams, how total 
revenue will chango if 


a price increases and demand is elastic, 


5 


pricu decreases and demand is inelastic, 


and demand is perfectly 


2 
knowledge of price elasticity of demand for its 
product can help itin its pricing decisions 

35 Refer to Figuro 3.2 in this chapter. 


a Calcileto the change in total revenue 
whan price increases from $4 to $5. 

b Caleulate the change in total revenue 
when price increases from $1 to $2. 


the intersection of the demand curve, D, and the 
new supply carve, S2. The shaded area represents the 
governisent's tax revenue, obtained by multiplying 
the amount of tax per unit times the number of units, 
or quantity Q, A comparison of the two figures 
indicates that tax revenue is larger when demand is 
inelastic. This result follows from the principle that 
when demand is inelastic (0 <PED < 1), an increase. 
in price (here due to the increase in the tax) leads 

o à proportionately smaller decrease in quantity 
demanded, and hence to an increase in total revenue 
ce. tax revenue), Indirect taxes are therefore usually 
imposed on goods like cigarettes and petrol (gasoline), 
which have a low PED. 


© Given your results in (a) and (b), comment 
‘on the size of the PED for a price change 
Irom $4 to $5, and the size of tho PED for 
a price change from $1 to $2, 


d Calculate PEDs for the two price changes 
to confirm your answers, 


4 (HL only) Referring to Figure 3.4 calculate the 
change in total revenue that results when: 


a price increases from $10 to $15, and 
b price increases from $40 to $45, 


© Noting when total revenue increased and. 
when it decreased, explain what your 
calculations show about PED along a 
straight-line demand curve, 


55 The government would lke to levy indirect 
test on certain goods to raise tax 
Using diagrams, explain how price el 
demand can help it decide which products it 
should tax. 


Net wo are tuno that theta demand curves are drawn on e sarna acl, ad that they were dave i the same diagram hey 


wild iterect therefore the PED ate comparable. 


T 
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PED in relation to primary 
commodities and manufactured 
products (HL only) 


Why many primary commodities have a 
lower PED compared with the PED of 
manufactured products 


Primary commodities are goods arising dir 
from the use of natural resources, or the fe 
of production ‘land’ (ste Chapter | ) Primary 
commodities therefore include agricultural, 
fishing and forestry products, ax well as products 
of extractive industries (oil, coal, minerals, and 

so on), Agricultural products include food, as well 
a other, non-edible commovtitjes (such as cotton 
and rubber). 


Many primary corvmoxities have a low PED, which is 
usually lower thon the PED of manufactured products 
(as well as servises), Manufactured products are goods 
produced hy Labour usually working together with 
capital as well as aw materials, such as for example 
ars computers and televisions, Food has a highly price 

stic demand, because it is a necessity and it x 
substitutes The same applies to a va 


be between 020 and 0.25. By contrast, the demand for 
manufactured products tends o be more price elastic, 
because these products, though they may be necessities 
(n some cases), usually do have substitutes. Therefore, 
given a price change, quantity demanded is generally 
more responsive in the case of manufactured products 
compared with primary commodities (Note, however, 
that there are exceptions. For example, medications 
ure manufactured products, yet their demand tends 

to be inelastic because they are necessities and have 

no substitutes) 


Many primary commodities have a relatively 
low PED (price inelastic demand) because 
they are necessities and have no substitute: 
(for example, food and oil). The PED ef 
manufactured products is relatively high 
(price elastic demand) because they usually 
have substitutes. 


Consequences of a low PED for pri 
commodities (Supplementary material) 
Low prie elasticity of demand, together with 
fluctuations in supply over short periods of time, 
creates serious problems for primary commodity 
producers, because they result in large fluctuations 

în primary commodity prices, ud these also affect 
producers” incomes, 


Consider the diagrams in Figure 3.8, Part (a) shows 
relatively inelastic demand (such as for primary 
commodities) and part (b) shows relatively clastic 
demand (such as for manufactured products) 


a Primary commosites supply shifts with inelastic demand. 


° Baa aq 


o a 


aaa 


Figure 3.8: Price fluctuations se larger for primary 
‘commodities because af low PED. 


% > 
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Both diagrams show the effects on price and quantity 
When there is a decrease in supply (from Sj to Sa) and 
When there is an increase in supply (from Sj to Sy). 
A comparison of ihe wo diagrams reveals that shiis in 
the supply curve result in large price fluctuations when 
demand is inelastic, and much milder ones when demand 
is elastic, Lage price fluctuations over short periods of 
time ure referred to as price volatility. (Volatility means 
instability or high variability) 2 a Using examples, explain why many 
primary commodities have a relatively 
low PED while many manufactured 
products have a relatively high PED. 


Suppose flooding destroys a substantial 
portion af this season's crop. Using 
diagrams, explain what is likely to happen 
to farmers’ revenues, assuming the demand 
for the product they produce is inelastic, 


“gure 3.8 explains why, in the real world, prices of primary 

commodities can be highly volatile, whereas they tend to be 

much less so in the manufacturing and services sectors 
Use the concept of PED and diagrams to 


Two results follow from this: 
explain why agricultural produet prices 

+ As primary commodity price: suctuate widely, tend to fluctuate more (are more volatile) 
$0 do producers! incomes, which depend on the compared with manufactured product 
revenues (price quantity) producers receive ftom prices over the short term, (Optional 
selling their output. a 

^ dn view of the rettionship between PED and total 
revenue (sce haws), a fall in the supply of 
commodity with inelastic demand (from Sj 


Figure 3.8) leads to an increase in total revenue 3.2 Income elasticity of 
apee teenete praua — demand (YED) 


price is larger than the percentage decrease 
quantity: An increase in supply leads to lower 
sevenues (the percentage decrease in price is larger 
than the percentage increase in quantity). 


These points lead to some unexpected conclusions They 
show that a poor crop in agriculture, say duc to poor 
weather conditions, which results in 

in Figure 3 429) leads to higher prices and higher total 
revenue for farmers A good crop resulting in a supply 
increase, or Sy, leads to lower prices and lower farmers? 
revenues We come, therefore. to the ironie conclusion 
that a poor crop may be grad for farmers while a good 
crop may be bad for them. 


JE supply of agricultural products were relatively stable, the 
problem would be less serious as agricultural product prices 
Would also Se inore stable. However, agricultural production 
depends on many factors beyond the farmer's control, 
such u drought, pests floods frost and other such natural 
icctens aswell as exceptionally good weather conditions, 
winch occur over short periods of time. These ca 
frequent and large supply changes (supply curve shift). 


The problem of unstable farmer revenues is an 
important reason behind government intervention 
to support farmer incomes, which we will study in 
Chapter 4. The implications of unstable primary 
product prices for farmer revenues and the economy 
Will be explored in Chapter 19 
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Income elasticity of demand 


Understanding income elasticity of 
demand 


Consumer income is an important factor influencing 
demand for a good and the position of the demand 
curve. We have already encountered the role of income 
in Chapter 2, where we saw that income isa factor that 
cases demand curve shifts (ce Chapter 2). 


Income elasticity of demand (YED) s a measure 


of the responsiveness of demand to changes 


and involves demand curve shifts It 
provides information on the direction of change 
of demand given a chango in income (increase. 
or decrease) and the siza oí the change (size of 
demand curve shifts) 


Calculating YED, change in price and 
change in quantity 


The formula for YD has the same basie form as the 
other easticty formulae, and shows the relationship 
eiween the percentage change in quantity demanded of 
3 good, X, and the percentage change in incom which 
Wwe abbreviate as Y 


sticly of demand (YED) 


„percentage change in quantity demanded of good x 


40-0... O, 
a-a, 


Yoni 


Suppose your income increases [rom $800 per month to 
$1000 per month, and your purchases of clothes increase 
{rom $100 10 $140 per month. What is your income 
elasticity of demand for clothes? 


40 
jm, 040 
ope 
io» 


Your income elasticity demand for clothes is +6 


IE we know YED and the percentage change in quantity 
demanded, it is simple to calculate the percentage change 
in income. Suppose YED = 0,75 and quantity demanded 
‘of s normal good has increased by 15%. The percentage 
change in income is found by taking 


Y 


Isay 


0152 218 V T8eAY 
E aea 


Wor 
Income increased by 20 


Similarly if we know YED and the percentage change 
income, we can calculate the percentage change in 


quani demanded: Suppose YED = 1.25 and income 

increases by The percentage change in Q is found by! 

; ra 

YED = 1252 180 ya9 = 1254020 =0280r28% 
020 9 


Quantity demanded increased by 2 


Interpreting income elasticity 
of demand 


Income elasticity of demand provides two kinds of 


information: 

^ thesign of YED: positive or negative 

‘+ the numerical value of YED: whether it is greater or 
smaller than one (assuming itis positive), 


Copyright Material - Review Only - Not for Redistribution 


3 Elasticities 


The sign of income elasticity of 
demand: normal or inferior goods 


‘The sign of YED tc: us whether a good is normal or 
inferior: 


= YED>0. A positive income elasticity of 
demand indicates that the good in question 
is normal; demand for the good and inco 
change in the same direction (both incroase 
or both decrease). Most goods are normal 
goods (see Chapter 2) 


© YED«0, A negative income elasticity of 
demand indicates that the good is inferior: 
demand for the good and income move in 


‘opposite directions (as one increases the 
other decreases), Examples include bus 
rides, us in these. 


‘cases, as income increases, the demand 
for these guods fall as consumers switch to 
‘consumption of normal goods (new cars 
now clothes and so on; see Chapter 2) 


The diference between normal and inferior goods enn 
be seen in Figure 39, showing a demand curve, Dy, and 
sults of the curve that occur in response to increases in 
income. As income increases the demand curve shifts 

ightward from Dy to Dy or Da when good. are normal 
(ED 0) but shifts leftward to D; when roods are 
inferior good (YED <0), 


The numerical value of income elasticity of 
demand: necessities, luxuries and services. 


Here we ate making a distinction between goods that hive 
à YED that is positive and less than o greater than one: 


© YED < 1: Necessities. If a good has a YED 
that is positive but less than one, It has 
income inelastic demand: a percentage 
increase in income produces a smaller 
percentage increase in quantity demanded. 
Necessities are income inelastic goods. 


YED > 1: Luxuries and services. I| a good 
has a YED that is greater than one, it has 
income elastic demand: a percentage 
increase in income preduces a larger 
percentage increase in quantity demanded. 
Luxuries and services are income elastic. 


Necessities, such as food, clothing and housing, tend 
to have a YD that is positive but less than one; they 
are norinal goods that are income inelastic, In the case 
of uox, as income increases, people buy more food but. 
the amount of income spent on [ood increases more 
slowly than income. In developed countries, YED for 
food is about 0.15 to 0.2. This means that a 1% increase 
in income produces a 0.19%; to 0.2% increase in spending 
fon food; or a 10% increase in income results in a 1.5% 
o 2% increase in spending on food, By contrast, 
Toxurics, such as jewellery and expensive cans, as well as 
many services, such as travel to other countries, private 
education and eating in restaurants are income elastic: as 
income increases, the amount of income spent on such 
goods increases faster than income (the denominator in 
the YED formula is smaller than the numerator), 


What is a necessity and what is a luxury depends on 
income levet For people with extremely low incomes, 
even food oni certainly clothing can be luxuriox As 
income inereases certain items that used to be luxuries 
necessities, For example, items like Coca-Cola" 
fec for many poor people in less developed 
countries are luxuries, whereas for consumers in 
developed countries they have become necessities, Income 
elasticity of demand for particular items therefore va 
widely depending on income levels While YED for food 
is about 0.15-0.20 in more developed countries, it i 
bout 0.8 in poor countries, For an increase in income of 
10% spending on food increases by only 1-27 in rich 
countries and by 8% in poor countries 


In Figure 49, we see tliat in the case of necessities, 
un increase in income will produce a relatively small 
rightward shift in the demand curve: in the case of 
luxuries and services, the rightward shift will be larger, 


Figure 3.9: Demand curve shifts in response to increases in 
income for diferent YEDs 
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1 Explain the meaning of income elasticity 
of demand. Why do we say it involves a 
shifting demand curve? 


2 Explain the difference between normal and. 
inferior goods and provide examples of each. 


5 Your income increases from £1000 a month 
to £1200 a month, As a result, you increase 
your purchases of pizzas from B to 12 per 
month, and you decrease your purchases 
of cheese sandwiches from 15 to 10 per 
month, 


^ Calculate your income elasticity of 
demand for pizzas and for cheese 
sandwiches, 


b What kind of goods are pizzas and. 
‘cheese sandwiches for you? 


c Show using diagrams the effects of your. 
increase in income on your demand for 
pizzas and cheese sandwiches. 


^ A 15% increase in income leads to a 10% 
in demand for good A and 20% 
in demand for good B. 


^ Identify which of the two goods is 


b Identify which of the two goods i likely 
tobe a necessity gaod and which a 
luxury good. 


The Engel curve 


The Engel curve is a far more accurate way to illustrate 
YED thun demand curve shifts. It is named afler Ernst 
Engel. German statistician and economist who lived 
inthe 19th century, and who was the first to study ihe 
relationship between consumer income and demand for 
a product, An Engel curve is shown in Figure 2,10, where 
he vertical axis measures the income of à consumer 


per week, the horizontal axis measures the quantity of 
hot dogs she or he buys each week, while the solid line 
shows the curve itself, We can see straight away that hot 
dogs are a normal good from point A to point C, since 
as income increases from $100 to $250, the quantity 
increases from 4 hot dogs to 9 hot dogs. As income 
increases further to $350 the quantity remains constant 
9 hot dogs, but as income increases even more the 
quantity falls from 9 to hot dogs. We can see therefore 
"hat when income goes above $350, hot dogs become an 
inferior good for this consumer. 


With income on the vertical axis and quantity on 
the horizontal axis of ar Engel curve diagram, 
we can see the following: 


*— YED20 in the upward sloping part of the 
curve snowing quantity and income both 
incvsóng, which indicates the good s normal 


^ YED«O in the downward sloping part 
showing quantity decreasing as income 


increases, which indicates the good is inferior 


‘The Engel curve can also show whether a good is income 
inelastic or income elastic In Figure 3.10, for very low 
incomes less than $150, hot dogs are a luxury as YED» 
‘At the higher income levels between 5250 and $350, hot 
dogs have become a necessity as YED<I. 

"There is a simple rule that allows us to distinguish 

between a luxury and a necessity on the upward sloping 
part of the Engel surve. 


Imagine each segment of the Engel curve 
extending backward to touch either the vertical 
axis or the horizontal axis, as shown by the. 
dotied lines: 


+ YED>1 if the line touches the vertical axis, 
as with the line AB, so that it is a luxury or. 
+ YED< if the line touches the horizontal 


axis, as with line BC, so that it is a necessi 


100 > 
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per week (S) 


4 T7855 
Qof hot dogs per week 


Figure 3.10: The Engel curvo showing diferent YEDs 


(The mathematically inclined student can easily see why 
this isso, As ws know 


ap 


Imagine now a linc joining the origin with point B on the 

ngel curve. The slope of this line is Y/Q. Note alo that 
the slope of the Engel curve is AY/ AO. Therefore YED 
hus been written as the ratio of the two alopex: slope of 
OB/slope of Engel curve. Now note that OB is stesper 
than AB, therefore the slope of OB>the slope of the 
Engel curve from A to B, and so YED>1 up to point B. 
On the other hand, OR t flatter than BC, therefore the 
slope of OBicthe slope of the Engel curve from B to C, 
and so YED«1 fraa Blo C) 


The Enge! curve shows a continuum: at very low 
incomes a good may be a luxury; as income. 

ireases it becomes a necessity and finally at 
high income levels it becomes inferior 


The information in Figure 3.10 can be used io calculate 
YEDs in order to confirm the above points. This will be. 
given to you as an exercise 


YOUR UND 


11 Draw an Engel curve for a typical good 
and explain how it changes lom income 
elastic to income inelastic to inferior as 


2 Describe why income elasticity of demand 
for food has been estimated to be about 
0.15 to 0.2 in more developed countries 
and about 0.8 in less developed countries, 


3 Using the information in Figure 3.10, 
calculate YED for an incroase in income 


^ fom $100 15 $150, 
b $150 9 5250, 
© $250 to $350, and 
$350 to $450, 


© Explain what your results for these YEDs 
toll you about the nature of the good for 
the various income levels, 


Applications of income 
elasticity of demand (HL only) 


YED and producers: the rate of 
expansion of industries 


‘Over lime, as countries experience economic growth, 
society incon: increases Increasing income means a 
growing demand for goods and services. Suppose that 
total income in an economy grows at an average rate of 
bey 3" per year. I goods and services have income. 
lace demand (YED> 1), this means that demand for 
these goods and services grows at a higher rate than 3%, 
Examples usually include restaurants, movies, health care 
and foreign travel. Other goods and services haye income 
inelastic demand ( YED < 1), meaning that the demand 
for these grows at a rate of less than 3%. Example 

include food, clothing and furniture. The first group. 
(ith the elastic demand) includes goods and services 
produced by industries that grow and expand faster 

than total income in the economy, while the second 
group includes goods or services produced by industries 
growing more slowly thaa total income. 


"The higher the YED for a good or service, the greater 
‘the expansion of its market is likely to be in the future; 


ww 
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the lower the YED, the small the expansion. Producers 
interested in producing in un expanding market may 
therefore want to know YEDs of various goods and. 

In contrast to periods of economic growth, if an 
‘economy is experiencing a recession (falling output 

and incomes, see Chapter 8), goods and services with 
high YEDs (YED»1) are the hardest hit, experiencing 
the Ingest declines in sales Products with low YED* 
(TED) can avoid large falis in sales, while inferior 
goods (YED<O) can even experience increases sles. 


YED and the sectoral structure 
of the economy 


The implications of dilfering YEDs for the economy 
follow from what happens fo particular industries in the 
economy as income grows. discussed above 


‘very economy has the sectors (or parts): the primary 
sector including primary products (agriculture, forestry 
fishing and extzictve industries), the manufacturing 
sector and the services sector including entertainment 
travel, banking, insurance, health care, education, and so 
on), With economic growth, the relative ize of the thre 


According to the World Bank (an international organis 
Chapter 20), he global rate of gvawth in demand for ag 


commoditi 


Applying your skill 
1. Explain the meaning of income elastic demand and. 
income inslastic demand, 


like rico and wheat to other foods that hav 


Based ca the information in the text, outline your 
conclusion about the YED of commodities ike rice 
and wheat, in comparison with the YED af fools 
with a high protein and fat content, In other words, 
Which of the two is likely to be greater? 


Explain why goods and services with highly income 
elastic demand stand to gain the most from rising 


Source: Manas Chakravarty ‘World Bank says lang term 
growth in commodity consumption to weaken: 13 June 
2018, Livemint mw lvnint com 


ticity of demand and growth in demand for food products 


from an average of 2.8% per year in the period 2010-2016 to an average of 1.8% in the period 2017- 
2018, The reason for this expected trend is that as consumers’ incomes increas 


sectors usually changes over time, and these changes can 
be explained in terms of income elasticity of demand, 


Agaiculcuse, the main part of the primary sector, 
produces food, which as noted above has a YED that 
is positive but less than one (tis income inelastic). 
As society's income grows over time, the demand for 
cultural output grows more slowly than the growth in 
income. Other primary products also have alow income 
elasticity of demand. For example, cotton and rubber 
have synthetic substitutes, so as income increases a 
relatively la lion ofits spent on the synthetic 
materials, while a relatively lower fraction goes towards 
cotton and rubber. By contrast, manufactured products 
(car, televisions, computers, and so on) have a YED that 
is usually greater thon ane (income elastic), so that as 
society's income grows, the demand for these products 
grows faster than income. Many services have even 
higher YED:, so the percentage increase in the demand 
for these is much larger, 


hevele, over time, the share of agricultural output in 
total output in the economy shrinks, while the share of 
‘manufactured output grows. With continued growth, the 
services sector expands at the expense of both apricultu 
and manufacturing. 


i that lands to developing countries, see 
yicultural commodities lie rice and wheat wil fall 


‘consumers switch from 
fo a high protein and fat content 


: A Napali woman winnowing rice, which 
ir Nepal 


v2) 
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Lj 
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M 
pete 


(primary eto 


Figure 2.12: Changing relative 
hypothetical economy as it grows 


haves (as percentage of total output) af piirnary manufacturing and servie 


S 


tors for a 


In Figure 3,12, this is shown for a hypothetical growing 
economy in the changes of relative sector sizes rom 
pts (ay to (b) ro (c). 


Economically ess developed countries usualy huve a 
lange primary sector due to the importance of agriculture 
and extractive activities, while manufactusing and 
Services are far less important, The developed countries 
Of today were in a similar position many decades 

ago. The historical experience of both more and less 
developed countries shows that with economic growth, 
the primary sector becomes tess and les important, and 
is partly replaced by manufacturing and services Ab the 
‘economy rows further. the relative importance of the 
primary sector coutwues to shrink, and manufacturing. 
becomes incre replaced by services Thus, 

while less developed countries are usually dominated 

by the primai y sector, more developed countries are 
dominated by services In the developed word today, 
among the industries experiencing the fastest growth 

re services, including education, health care, travel and 
financial services 


Note that if total output is increasing over Uime, 
a falling share for a particular sector (such as the 
primary sector) does not necessarily mean that 


primary sector output is falling, Most likely it means 
that this sectors output is growing, but more slowly 
‘than total output. An increasing share for a sector 
‘means that its output is growing more rapidly than 
total output 


1 Discuss why fims would be interested 
in knowina the YED of various goods 
and service 


Explain a likely reason behind the observed. 
rapid growth in certain service industries, 
including health care, education and financial 


services, compared with other industries such 
as food (n the primary sector) and furniture 
{in the secondary sector). 


Discuss the role of YED in the observed 
pattern of change in the relative shares 

of the primary, secondary and tertiary 
sectors in the economy as a country grows 
and develops. 
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3.3 Price elasticity of 
supply (PES) 


LEARNING OB. 


Price elasticity of supply 


Understanding price eiasticity of supply 


Until now, we have studid two demand elasticities both 
fof which involve consumer responses. We now turn to 
examine price elasticity of supply, which concerns firm 
business) response: io changes in price. According to 

the law of supply, there is a positive relationship between 
price and quantity supplied: when price increases, 
quantity supplied increases and vice versa, ceteri paribus, 
But by how much does quantity supplied change? 


Price elasticity of supply (PES) is a measure 
of the responsiveness of the quantity of a 
good supplied to changes in its rice. PES 
is calculated along a given supply curve. 


In general, if there is a relatively large. 
responsiveness of quantity supplied, supply i 
referred to as being elastic; there (s a relatively 
small responsiveness, supply is inelastic. 


Calculating PES 


The formula for price elasticity of supply (PES) follows 
the same general form of elasticity formulae, only now 
Wwe consider the relationship between the percentage 
change in the price of a good, X, and the percentage 
change in quantity f Y supplied 


price elasticity of supply (PES) 
„percentage change in quantity of good X supplied 
= percentage change in price of qood X 
sa 

res tO 
Which can be rewritten as 

^a 20 

dto 

4? xo 

E 

Aat Oparia 

[I 

AP = Patt Panis 


Calculating PES, change in price and change 
in quantity 

Suppose the price of straw 
per kg 1o €3.50 per kg, and the q 


increases from €3 
(y of strawberries 


Supplied increases frora 1000 to 1100 tonnes per eon 
Calculate PES for stawbervcn, 

10 

300 040, is 

039^ 0 


3.00 


Price elasticity of supply for strawberries is +0.59, 


IF you are given PES and the percentage change in 
quantity supplied, you can find the percentage change 
in price by solving for this based on the formula 
above, in exactly the same way as in the case of PED. 
Similarly, you can solve for the percentage change in 
quantity supplied if you are given PES and percentage 
change in price. 
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Interpreting price elasticity 
of supply 
The range of values for PES 


Price elasticity of supply ranges in value from zero to 
infinity, Because of the positive relationship between 
price vnd quantity supplied, PES is postive. 


“The value of PES involves a comparison of the 
percentage change in quantity supplied (the numerator in 
the formula for PES) with the percentage change in price 
(the denominator). This comparison viel che following. 
possible values and range of values of PES, which are 
illustrated in Figure 3.13 and summarised in Table 3.2: 


+ Supply i price incasti when PES 1. The 
percentage change in quatity supplied is smaller 
than the percentage chage in price, so the value of 
PES is ess than one; quantity supplied i relatively 
unresponsive to changes in price, and supply is 
price melastc ox inelastic. Figure 3a) shows an 
inelastic supply curve (PES « 1), where a 10% price 
increase heads to à 5%% increase in quantity supplied 


Frequently encountered cases 
^ Price inelastic supply: PES < 
P 


vx 


Special casos 


€ Urit elastic supply PES = 
P 5 P 


s 


Perfectly inelastic supply PES = 0 


When PES<1, the supply curve extends upward 
and to the right from the horizontal axis; its 
end-point cuts the horizontal axis* 

^ Supply is price clastic when PES> 1. The percentage 
change in quantity supplied is larger than the 
percentage change in price, so the value of the 
PES is greater than one; quantity supplied is 
relatively responsive to price changes, and supply 
is price elastic or elastic. Figure 3.13(b) shows 
an elastic supply curve (PES> 1) where the 
percentage increase in price (10) is smaller than 
the percentage increase in quantity (15%). When 
PES» I, the supply curve extends upward and to 
the right from the vertical axis; its end-point cuts 
the vertical axis* 


In addition, there wr three special cases of constant PES 

‘along the length of the supply curve: 

^ Supply ts unit elastic when PES = 1, The percentage 
change in quantity supplied is equal to the 
percentage change in price, o PES is equal to 
‘one; supply sum elastic; there is unitary PES, 
In Figure 3.1) all three supply curves shown 


bo Price elastic supply: PES > 1 
L 


Pa 
ape 


wx 


e Perfect elastic supply PES = e 


P 


o 7 o 


Figure 3.13: Supply curves and PES 
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are unit elastic supply curves Le for all three, 
PES = |. Any supply curve that passes through the 
origin has a PES «qual to unity. The reason for this 
is that along any straight line that passes through 
the origin, between any two points on the line the 
percentage change in the vertical axis (the price) is 
equal to the percentage change in the horizontal 
axis (the quantity), Therefore, for lines that pass 
hiough the origin, it is important not to confuse 
the steepness of the curve with the elasticity of 
the curve. 

* Supply is perfectly inelastic when PES = 0. The 
percentage change in quantity supplied is zero: 
there is no change in quantity sop lied no matter 
what happens to price; PES is equal to zero and 
supply is said to be perfectis inelastic. In Figure 
3,360, the supply curve is vertical at the point 
fof fixed quantity supped, Qj. This is the same as 
the supply curve shown in Figure 2.7 in Chapter 2. 
Examples of a vertical supply curve include the. 
supply of fish at the moment when fishing boats 
return fron sea; the season's entire harvest of 
fresh produce brought to market; the supply of 
Picasso paintings 

* Supply is perfectly elastic when PES = o, The 
percentage change in quantity supplied is infini 
‘ny change in price lads to an infinitely lar 
response in quantity supplied; supply in thi 
case is called perfectly elastic, and is shown 

igure 3.13(e) as a horizontal line (We will 
er such a supply curve n Chapter 14.) 


Price elasticities of supply most commonly encountered 
in the eal World are those representing elastic or inelastic 
supply ith perfectly elastic, perfectly inelastic and 

‘uni cic supply being special cases. Note that only 
when two supply curves intersect (when they share a 
price and quantity combination) is it possible to make 
comparisons of price elasticities of supply by reference 
to the steepness of the curves (We have the same 
condition for making comparisons of PEDs in the case 
of demand curves us explained earlier). In the case of 
intersecting supply curves, the flatter the supply curve, 
‘the more elastic it is at any given price, For example, in 

Figure 3.14, at any one particular price level, Sy is more 
clastic than S, which is more elastic than 5. 


Figure 3.14: The length of tme and PES 


O=PES<1 inelastic supply quantity supplied is relatively unresponsive 
(greater han zero and less than one) to price 

1c PES ce laste supply quantity supplied s relatively responsive 
(eroater than one and les han infinity) to price 

Special casos 


unit elas 


supply 


percentage change in quantity supplied 
equals percentage change in price 


Eeriactly inelastic supply 


quantity supplied is completely 
unresponsive to price. 


perfectly elastic supply 


‘quantity supplied is infinitely responsive 
to price 


Table 3.2: Characteristics of pice elasticity of supply 


108 > 


Copyright Material - Review Only - Not for Redistribution 


3. Elasticities 


Determinants of price 
elasticity of supply 


We will now consider the factors that determine whether 
the supply for good is clastic or inelastic. 


Length of time 

An iruportant factor determining PES is the amount of 
ue firms have to adjust their inputs (resources) and the 
quantity supplied in response to changes in price. Over 
a very short time, the firm may be unable to 1 

‘or decrease any of its inputs to change th quantity 
produces In this case, supply is highly inelastic, and may 
even be perfectly inelastic (PES = 0). In Figure 3.14, this 
is represented by S), For example, fishing boat upon 
its return from a fishing trip os only so many fish to 
supply in the market, Even if the price of fh rises, there 
can be no response in quantity supplied. A» the length. 
fof time that firms have increases, the responsiveness of 
{quantity supplied to price changes begins to rise, and 
PES incisis 


n Figure 3,14, the supply curve S; corresponds to a 
time period when the fishing bout can be taken out to 
sco ore often, and more labour can be hired to fish. so 
is price increases to ^, quantity supplied increases to 

‘Qs the 10% price increase from /^ to Ps eade io a 8% 
increase in quantity supplied, indicating inel ste supply 
as PES « 1). If an even longer time period poes by, the 
ability o firms to respond to price changes becomes 
much greater, The owner of the fishing boat can now 
not only hire more labour but cun alio buy more fishing 
boats, thus greatly increasing the amount of fish that can 
be supplied. This i shown by the supply curve Ss for 
which the price P gives rise to the much larger quantity 
Qs the 10% price imerease from Py to P leads to a 15 
increase in quantity supplied, indicating elastic supply, 
as PES> 1), Therefore, the larger amount of time firms 
huve to adjust their inputs increases, the larger the PES. 


Mobility of factors of production 


The more easily and quickly resources can be shifted out 
of one iine of production and into another (where price 

rcasing) the greater the responsiveness of quantity 
supplied to changes in price, and hence the greater the 
PES, For example, a farm worker can move more easily 
from strawberry cultivation to corn cultivation than the 
same farm worker can move to car production, 


Spare (unused) capacity of firms 


Sometimes firms may have capacity to produce that is 
not being used (for example, factories or equipment 
may be idle for some hours each day), I this occurs it 
is relatively easy for a Drm to respond with increased 
‘output to a price rise. But if the firm's capacity is fully 
used, it will be more dificult to respond toa price ric. 
‘The greater the spare (unused) capacity, the higher the 
PES (the more elastic the supply), 


Ability to store stocks 
Some rms store stocks of output they produce but do 
not seli right away. Firmas that have an ability to ore 
Stocks are kely o have higher PES for their products 
than fima that cannot store stocks 


Rate at which costs increase 


If the costs of producing extra output increase rapidly 
"ben supply will be inelxi, as firms will have difficulty 
expanding their output since they are unlikely to want 
o incur large costs. On the other hand, if the costs of 
producing more output rise slowly, it will be easier for 
rms to expat iheir output xo supply will be elastic, For 
example, if the price o fertiliser is rising rapidly, thus 
raising the farm's costs of production, the farmer will 
find it more difficult to expand output quickly, therefore 
PES is likely to be lower than if the price of fertiliser 
were stable. 


1 a Explain the meaning of price. 
of supply. 


b Why do we say it measures 
of quantity along a given supply curve? 


latteny 


2 Identify the value or range of values for 
each of the following PESS, and show, using 


ponsiveness. 


diagrams, the shape of the supply curve that 
corresponds to each one: 


a perfectly elastic supply 
b unitelastic supply 


c perfectly inelastic supply. 
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3 a Identify the price elasticity of supply 


values or range of values that we see most 
freauently in the real world, 


b Compare these by drawing supply curves. 
in a single diagram. 


^ — Using examples, explain the determinant: of 
PES 


5 Suppose that in response to an increase in the 
price of good X from $10 to $15 per unit, the 
quantity of good X produced 


a does not respond at all during the first 
woek, 


Applications of price elasticity 
of supply (HL only) 


PES in relation to primary commodities 
and ranufactured products 


Why many primary commodities have a lower PE: 
compared with the PES of manufactured products 
a general, primary commodities usually have a lower 
PES than manufactured product. The main reason 
isthe time needed for quantity suppl! to respond to 
price changes In the cse of agriculture, it takes long 
time for resources o be sift in and out of agriculture. 
Farmers need at least a planting season to be able to 
respond to higher prices is most areas there isa limited 
amount of new land that can be brought into cultivation. 
In some regions of Use world land appropriate for 
agriculture is shining due to environmental destruction 
(caused by oves armi that depletes the soil of minerals 
seeded by crop), Under such conditions, what is needed 
is an increase in ouput per unit of land cultivated 
(er yields), but this requires technological change in 
senc ulture, involving new seeds or other inputs that sre 
"Hore productive and takes a great deal of ime. 90 
ended are more and better irrigation systema although 
many countries ace a growing water shortage, All 
these factors explain why a long tme is esd for the 
quantity of an agricultural commodity to respond o 
increases in price 


b increases from 10000 units to 12000 units 
over five months, and 


c increases from 10000 to 18000 units over 
two years. Calculate PES for each of these 
three time periods and identify when itis. 
price elastic, price inelastic or perfectly 
inelastic, 


a Explain what factors can account for 
the difference in the size of the three 
elasticities of question 5. 


b Draw a supply curve that is likely to 
‘correspon (o each of the three elasti 
in a single diagram. 


In the cose of other primary products, such as oil, 
natural gas and minerals, time is needed to make the 
necessary investments and to begin production. Because 
‘of the costs involved, firms do not respond quickly to 
price increases, and wait for a serious shortage (excess 
demand) in the commodity to arise before they take 
actions to increase production, 


Consequences ofa ow PES for primary 
commodities (Supplementary material) 

Earlier, in our discussion of price elasticity of 

demand (PED), we sa thot price inelastic demand for 
primary products is an important factor contributing to 
short-term price wx revenue instability for 

producers such us farmers Inelastic supply of 
‘agricultural and other primary products also 
contributes to price and income instability for 

primary product producers 


Figure 3.15 shows a fluctuating demand curve: in 
part (a) it interacts with inelastie suppl, which is 
{ypicalin the case of primary products, and in part (b) 
with elastic supply, more typical of manufactured 
products Clearly, price Ductutions are larger in 

"be case or inelastic supply, Large price fluctuations 
mean large revenue fluctuations, or unstable revenue 
for producers of primary commodities We will 

come back to the implications of unstable prices 

aind revenues for producers and for the economy in 
Chapters 4and 19. 
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3 Elasticities 


3 Primary commodities: demand shifts with inelastic supply 
s 


because they need more time to respond to price changes. 
This suggests that over longer periods of time the PES 
of agricultural products is larger. 

‘Tube 33 shows that this isin fact the ease, The 

longer the me producers have to make the necessary 
adjustments the greater the responsiveness of quantity 
supplied to price changes (see 


» 
cabbage [036 um 
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em 220 
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A 
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«P LJ Table 3.3: Short-run and long-run PES for selected. 
Ld agricultural commodities 
e a 


Figure 3.18: Price fluctuations are largar for primary 
commodities because of low PES 


Short-term and long-term price 
elasticities of supply 


TE was noted above that agricultural products (and 
other primary commis) usually have lower price 
elasticities of supply than manufactured products 


Summary of PED, YED and PES 


“Table 44 provides a summary of key characteristics of all the 


1 a Explain why the PES for many primary 
relatively low and 
ictured products is 
relatively higher 
b e concept of PES to explain why 


agricultural product prices are volatile 
fever the short term. (Optional) 


elasticities considered in this chapter. 


PED=O [pereciyielrie | concept used in economie theo 
Price elasticity of DePEDei [price inelastic | gasoline, cigarettes, food 
unit elastic concept used in economic e 
saa FEDS price elastic yachts, expansive holidays 
sar PED= = perfectly elastic 
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E 
YED>0 normal good | naw cars, new clothes 
Income elasticity of < interior good [used cars, used clothes 
Income YED<0 farer gen- d ears, used cloth 
YED>1 income east, nary [expensive care ancl cohen rary eins 
ES 
g YED- food, medicines 
YD £D J 
Lo FES=0 [perc insane [concept usd in economie theory 
Pre lotic of supply [PES price nelaste [ll and gasoline, some areal procucu 
pm PES | nit elastic concept used in economie theory 
e PES>I price elastic any good that can be produced cxi 
Pesen [perfect lane | concept used in economie theory 


Table 3,4: Elasticity concepts: a summary 


INQUIRY AND REELECTION 


The following questions wil help you reflect on your learning and enhance your understanding of key 
topics in this chapter. They are suggestions for inquiries that you can undertake on your own or in groups 
in order to revise the learning objectives of this chapter 


1. Research and find products that are subject to indirect taxes in the country you lve in. Do you think 
they are likely to be price elastic or price inelastic? Is the government likely to have high or low 
revenues arising from the indirect taxes? 


2. Think of some goods that are likely to have changing YEDs on account of their being luxuries, 
ec nd inferior goods depending on the income leval. 


3. Consider a good with a PES that ranges from zero, positive but less than one, and greater than one 
depending on the time period and explain why PES varies. Ty to consider as many determinants of 
supply to explain your answer. 


apesrioNs 


 — C ——É'ÍÁD s  — — 
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1 


'ONCEPTUAL UNDERSTANDINGS 


The market is often unable to r^ 


sulting in reduced efficiency, 


19 from ti« inability of the market to achieve socially d wircble outcomes include 


ils to achieve allocative efficiency thus resulting in wel 


itecability 


a market allure, vore the market 


b overuse cf carces, that challenges environmental 
€ inequiy, which results in inequalities, 


There z^. numerous policy tools that governments hav at their disposal to deal with the above 
ies ws" government intervention works to change market outcomes, and has varying degrees of 
‘efecaveness in a variety of real-world situation. 
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^ Chapter 4 Es 
Government intervestion 
in miéroeconomics 


* Sometimes governments tax goods and services, What might be some reasons for doing so? 


+ Sometimes governments give money to (subsidise) certain producers. Why do you think government 
would do this? 


+ Besides taxing and ubaidising, can you think of ther ways that governments intervene in markets? 


This chapter will examine the following types of government intervention in markets 
^o price conti: 
+ price ceilings 


^ price floors 


aes 
+ subsidies 


We will see what effects these policies have on snuckets and we will evaluate their effects 
on stakeholders. 


S 
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4 Government intarvention in microeconomics 


4.1 Government 
intervention in markets 


Why governments intervene 
in markets 


In Chapter 1, we sw that an important justification 
for government intervention i to compensate for the 
inability of markets to carry out all socially desirable 
economic activities effectively, This section will 

provide a review of the main reasons for government 
intervention at the microeconomie level, Intervention at 
the macroeconomic level will be studied in Chapter 13. 


Earn revenue for the government 


Governments carn revenues from indirec nexes, which 
are taxes on goods and services, Note that these kinds 
of taxes are different from income tases, which you will 
learn about in Chapter 12, In Chapter 3 we sav that 
the lower the price elasticity of demand for a good, the 
greater the amount of tax revenue earned. This explains 
‘why indirect tases are oñen imposed on goods that have 
a price inelastic demand, meaning 0<PÆD<1, such 
cigarettes alcohol and petroligasline 


Provide support to firms 


Governments provide support to firms for several 
reasons. Small firms that have just been set up may 
require financial assistance to become well established 
0 they can compete with larger firms. Support may 
also be offered to firms in an industry whose growth 
the government would like to encourage, sich as 
industries that produce environmentally riendly forms. 
of energy (for example, wind power and solar power) 
In these two cases, the government may offer subsidies 
vor price floors, both of which we will study in this 


chapter. Furthes, the government may want to protect 
domestic ras from foreign competition arising from 
imports, m which ease it may offer trade protection 
measures such as tariffs and quotas, to be studied in 
Chapter 14. 


Provide support to households on 
low incomes 


Households often do not earn enough income to be 
able to provide all necessities to meet their basic needs 
(food, shelter, clothing). There are several methods 

the government can use to support such households, 
including subsidies, price ceilings and direc provision. 
vof services, such as the provision of free education 

cand free health csse, all uf which we will study in this 
chapter, Also, it provides transfer payments, which 
include such poyments as unemployment benefits, child 
benefits, maternity benefits and many more; these will 
be considered in Chapters 12 and 20, 


Infiuence the levels of production 
of firms 


When the government provides support to firms through 
any of the methods mentioned above (subsidies, price loons 
‘or trade protection measures), ane of the consequences isto 
alo to increase the firms” level of production. On the other 
hand, inier raves have the opposite effect they work to 
decrease fr’ level of output 


Influence levels of consumption 
of households/consumers. 


In some cases, the government would like to influence 
consumers io consume greater quantities of goods and 
services that are held to be beneficial to them (known 

as merit goodi) or to reduce consumption of goods and 
services held to be harmful (demerit goods). Examples 

‘of merit goods ure education and health care: examples 
fof demerit goods are cigarettes and fatty foods Merit 

and demerit goods will be explained in Chapters Sand 6, 
"To increase consumption levels the government can use 
subsidies and direct provision of services o be discussed in 
"is chapter) or dees (se also Chapter 2) or command 
vind control methods, such as compulsory education up lo a 
certain age, also to be discussed in this chapter. To reduce 
consumption levels, the government can use indirect taxes 
Which raise the price of the good or service, thus lowering 
the quantity demanded. or nudges, or command and 
control methods like prohibiting smoking in publie places 
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Note that command and control refers to government 
laws and regulations that raust be followed. I refers to 
the command approach to decision-making explained 
in Chapter 1 


Correct market failure 


Market failure refers to the failure of the market to 
achieve allocative ficiency (introduced briefly in 
Chapier 2 and to be discussed at length in Chapters 5-7). 
When market failure occurs, it means that the market 
produces quantities of a good or servie that are too large 
or too small in relation to what society mor ly prefers 

In addition, it may mean that certain goods that are 
socially desirable are not produced at sli by the market, 
When market failure occurs, overnent intervention is 
required in order to try to correct it, so that the economy 
will come closer to achieving socially desirable results 
Policies the government can use to deal with issues 

like this include indie tasses, subviies, nudges, direct 
‘provision of services and command and control methods. 
‘All these will be considered in Chapters $-7. 


Promote equity (equality) 


The market system as a rule does not achieve an. 
equitable (or fai) distribution of income and 

‘wealth. As we saw in Chapter 1, economists usually 
interpret equity to mean equality. Most socicti 
consider that the market system results in icome 
and wealth distributions that are too vnsqual, 
meaning that a relatively small propostion of the 
population receives too large a shave of income, 

and the reverse, where a large proportion of the 
population receives only a rlatively small share 

of income. Governments therefore undertake to 
redistribute income. Some policies that we will 
consider in this chapter include price ceiling and 
subsidies. Other important polices will be considered. 
in Chapters 12 and 20, 


What forms does 
government intervention 
in markets take at the 
microeconomic level? 


The following forms of government intervention are 
undertaken at the microeconomie level. When we 
say that they operate on the microeconomic level 
what we mean is that each of these works to influence 
demand or supply for a good or service, thus affecting. 


market outcomes. The main forms of these interventions 
include the following: 
e price controls 
+ price ceilings 
+ price loors 
^ indirect taxes 
+ subsidies 
+ direct provision of services 
‘+ command and control regulation and legislation 
+ consumer nudges (explained in Chapter 2 at HL). 
"This chapter wil 
and subsidies 


consider price controls, indirect taxes 


4.2 Price controls 


EARNING 
we 
E 


Introduction to price controls 


"The first type of intervention we will consider involves 
price control, 


Price controls refer to the setting of minimum or 
maximum prices by the government (or private 
organisations) so that prices are unable to adjust 
to their equilibrium level determined by demand 
and supply. Price controls resultin market 
disequilibrium, and therefore in shortages 
(excess demand) or surpluses (excess supply. 
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Price controls differ in a fundamental way from other 
types of government intervention that we will study 
below (indirect taxes und subsidies). When a tax ix 
imposed or a subsidy granted, the market sites ar a 
new equilibrir, where there is a balance of demand 

with the new supply. Price controls differ because, once 
they are imposed, they do not allow a new equilibrium 
to be established, and instead force a situation where 
these is persisting market disequilibrium. 


Market disequilibrium means that the market is 
prevented from reaching a market-clearing price, and 
there emerge shortages (excess demand) or surpluses 
{excess supply) (see Chapter 2) 


1n the discussion that follows, it is important to 
bear in mind that the term sure has two diferent 
meanings. In one sense it refers to excess supply 
resulting when quantity suppied is greater than 
quantity demanded, as we discussed in Chapter 2. 

Tn the second sense it refers to the benefits that 
consumers or producers receive from buying or selling 
(sce Chapter 2). This is not as confusing as it may 
sound, because surplus in the second sense i referred 
to as ‘consumer surplus’ or producer surplus” or. 
"social surplus (or community surplus). 


Price ceilings: setting a legal 
maximum price 
What is a price ceiling? 


A government may in some situstions set à Legal navium 
rice fr à particular ood; thi is called price cene It 
means that the price that can bc legally charged by sellers 
of the good must not be tupie than the legal maximum. 
price. Price ceilings are usually set in order to make cer 
toads more affordable to people on low incomes. 


Figure 4.1 shows ow this works The equilibrium price 
is, determived by the forces of demand and supply. 
‘The price ceiling, Pe is set by the government at a level 
below the equilibrium price, leading fo a shortage (excess 
dae), since quantity demanded, Qu i prester Mhan 

lity supplied. Q,. Ir the masket were ee, th forces 
St demand and supply would forc price up c7 
However, now this cannot happen. because Uie price hits 
the legally set price ceiling 


Note that to have an effect, the price cing must be 
helow the equilibrium price. IF it were higher than the 
equilibrium price, the market wouid achieve equilibrium, 
and the price ceiling would has no effect. 


Figure 4.1: Price celing (maximum price} and market outcomes 


A price ceiling is a maximum price set below 
the equilibrium prica, in order to make goods 
more affordable to people on low incomes. 


Consequences of price ceilings 


Hy imposing a price that is below the equilibrium. 
price, a price ceiling results in a lower quantity 
supplied and sold than at the equilibrium price, This 


ix shown in Figure 4.1, where the price ceiling, 
gives rise to quantity, Q, that firms supply, which is 
Jess than the equilibrium quantity, Qs, that suppliers 


would supply at pr 
In addition, the price ceiling, gives rise to a larger 
quantity demanded than at the equilibrium price: the 
quantity consumers want to buy at price Pes piven by 
Du, which is greater than quantity, Qs, that they would. 
uy at price P, 


A price ceiling does not allow the market to clear; it 
crentes «situation of disequilibrium where there iva 
shortage (excess demand). 


Consequences for markets 

Shortages 

A price ceiling, Pe set below the equilibrium pice of 

a good creates a shortage At P, not al interested buyers 
Who are willing and able to buy Uhe good are able to 

do so because there is not enough of the good being 
Supplied. In Figure 4.1, the shortage is equal o Q4 > Q, 
Non-price rationing 

The term ramon refers to a method of dividing up 
something among possible users (see Chapter 2) In a 
free market, Lis is achieved by the price system: those 
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who are willing and able to pay fora good will do so, and 
the good is rationed amon users according to who buys 
thisis called price ruvionng. However, once a shortage 
arises due to price ceiling, the price mechanism no 
longer achieves ts rationing function, Some demanders 
willing and able to buy the good at Py in Figure 4.1 will 
go unsatisfied. How will the quantity Q, be distributed 
[Among all interested buyers? This can only be done 
{through nonrice rationing methods, which include 


^ waiting in line and the first-come-first-served 
principle: those who come first will buy the good 

^ the distribution of coupons to all intersted buyer 
so that they can purchase a fixed amount of the 
good in a given time period 

^ favouritism: the sellers can sell the good to their 
preferred customers 


Underground (or parallel) markets 
Underground (ot paralich markets involve buyinghelling 
transactions that ue unrecorded, and are usually illegal. 
In the case of pre ceilings, they are a special kind 

of price rationing. They involve buying a good at the 
maximum legal price, and then illegally reselling it at a 
price above the legal maximum. Underground markets 
an are when there are dissatisfied people who have 

o succeeded in buying the good because there was not 
enough of it, and are wiling to pay more than the seiling 
price to pet it, IF there were no shortage, the price of 

the good would be at its equilibrium price aad no or 
‘would be interested in paying a higher than equi 

price for it. Underground markets are inequitable, and 
frustrate the objective vought by he price ceiling, wh 

is to set a maximum price 


Underallocation of e 
allocative inefficiency 
"The price ceiling. berag lower than the equilibrium price, 
results in a smaller quantity supplied: in Figure 4. Q, < Qu, 
not enough resources anc allocated to the production of 

the good, resulting in underproduetion relative to the 

social optimum (or best). Society is worse olf due to 
unseraliocation of resources and allocative incliiency 


Negative welfare impacts 
Allocative efficiency, and the conditions of maximum social 
surplus and AC= MB were explained in Chapter 2. In 

a competitive fee market equilibrium, shown in Figure 
42a), consumer surplus appears as the shaded area above 
price P, and under the demand carve up to quantity Q: 
producer surplus is the shades! sca above the supply 

urve and under price P, up to Q, At the competitive free 


aves to the good and 


market equilibrium, the sum of consumer and producer 
surplus or social surplus, is maximum, and MB = MC, 
indicating that allocative efficiency is achieved, 


3 Consumer and producer surplus in a competitive free 
market: maximum social surplus 


seme 


b. Welfare impacts of a price coiling (maximum price] 


Figure 4.2 Elects of a price ceiling (maximum rice) on 
consumer and producer surplus 


Ta Figure 4.2(b), if there were no price contro, the market 
Would determine price P, and quantity Q at equilibrium. 
Consumer surplus would be equal to aneas a + b Producer 
surplus, would be equal to areas c + d + e Consumer 
plos producer surplus would be maximum, and equal 

ioa +b +e +d + e. Also, MA = MC, and there would 

be allocative efficiency. 


If a price ceiling, P. is imposed, only the quantity Q, is 
produced and consumed. Consumer surplus is now the 
arca under the demand curve and above P, but only 
up to Q,, since that ts all that is consumed. Therefore, 
consumer surplus becomes a + e, Producer surplus is 
the area above Use supply curve and below P,, also only 
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up to Q, since that is all that is produced, Producer 
surplus therefore falls to area e: Total social surplus 
after the price ceiling is a + c + e. Comparing with 

total social surplus Gefore the price ceiling, we see that 
the shaded areas b and d have been lost and represent 
welfare loss, Wellare loss represents benefits that are lost 
to society because of resource misallocation, 


Welfare loss (also known as deadweight Joss) 
represents social surplus or welfare benefits hat 
are lost to society because resources ara not 
allocated efficiently. 


We can see there is allocative inefficiency also because. 
MB » MC at the point of production, Q: the benefit 
consumers receive from the lox unit o the good they 
buy is greater than the margioal cost of producing it 
‘Therefore, society is no! getting enough of the good, as 
there is an underallocation of resources to its production 


A price calling creates a welfare loss, indicating 
that the price ceiling introduces 

vefficiancy due to an und, 
tosoureos to the production of the good, This is 
shown by Q, < Os. Also, MB > MC, indicating 
that society is not getting enough of the qood, 


Consequences for stakeholders. 


‘Stakeholders ate individuals or prosp of 
hive an interest in something and 


Consumers 


Consumers partly goin and partly lose. They gain 
area c from producers but they lose area b (ee 
Figure 4.2(b)). Thus is because those consumers who 
are able to buy the good at the lower price are better 
fll. However, some consumers remain unsatisfied 
since they don't get to buy the good at all because at 
the couing price there is not enough of the good to 
satay all demanders, 


Producers. 
Producers are worse off, because with the price ceiling 
they sell a smaller quantity of the good at a lower price, 
therefore, their revenues drop from P,» Q. to /,*,. This 
is clear also from their loss of sume producer surplus, 
area c (which is transferred to consumers) as well as area 
d (welfare los) in Figure 4 20. 


Workers 
The fallin output (from Q to Q.) means that some 
workers ase likely Lobe fired, resulting in unemployment: 
clearly these workers will be worse off 


Government 

There will be no gains or losses for the government budget, 
yet the government may gain in political popularity among 
the consumers who are beter off due to the price ceiling. 


The examples of rent controls 
and food price controls 


Price ceilings are for the most part set in order to 
make certain goods considered to be necessities more 
alfordible to low-income earners 


Rent controls 

Rent controls consist of a maximum legal rent on 

housing, which is below the market determined level 

of ient ibe price of rental housing). I is undertaken 

by governments in some cities around the world to 

make housing more affordable to low-income earners 
sequences of rent controls include: 


^ housing becomes more affordable to low-income earners 


^ a shortage of housing, as the quantity of housing. 


demanded at the legally maximum rent is greater 
"han the quantity available 

^ Jong waiting lists of interested tenants waiting for 
their turn to secure an apartment 

a market for rented units where tenants sublet th 


apartments at reuis above the legal maximum (an 
underground market) 

+ run-down and poorly maintained rental housing 
because st is unprofitable for landlords to maintain 
or renovate their rental units since low rents result in 
ow revenues, 


Food price controls 

Some govemments use food price controls as a method 

o make food more affordable to low-income camers, 
especially during times when food prices are ring. 

rapidly. The results of food price controls follow the same 
Patterns as discussed above: lower food prices and greater 
allordiblity; food shortages as quantity demanded is 
greater than quantity supplied: non-prcerationing methods 
etch as queues) to deal the shortages: development of 
underground markets, tig farmer incomes due to lower 
revenues more unemployment in the agricultural sector: 
misallocation of resources: possible greater popularity for 
"he government among consumers who benefit. 
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Price controls in Vietnam. 
Some years 299, due to high rates of 
inflation (a rising general price level), 


the imposition of 
consisted of price ceilings on numerous 
Products, including chemical frees, 
salt, milk powder, rice, sugar, animal 
feeds, coal, cement, paper, textbooks 
and many moro. If it introduced these 
measures, the pricing rules would 
apply not just to domestic goverment- 
owned businesses but also private firms 
and foreign-owned businesses. It was 
{eared that Vietnam might be moving 
away from its freer mari orientation 
of recent years and back toward the 
ways of a command economy, Foreign. 
diplomats warned the government that 


Applying your skills 


2 Discuss the consequences for the 
imposed the price controls. 


3 Why do you think that prie 


in ViewsWire News Analy 


price control would damage business confidence in the county. 


1. Outline what it means to move toward the ways of a ‘command economy. 


'conomy and stakeholders that might have arisen if the government 


contrals could damage business confidence? 


Source: Adapted from The Economist Intelligence Unit, Vietnam economy. reform rollback?” 
1 September 2010. 


sport on the Saigon River 


UR UNDEN 


1 Define a prize ceiling and, providing 
examples, outline some reasons why 
sgovernrnants impose them. 


2 Using a diagram, explain why price controls 
lead to disequilibrium market outcomes, 


Draw a diagram illustrating a price ceiling, 
and analyse its effects on market outsomes 


market disequilibrium) and consequences for 
the economy (shortages, non-price rationing, 
allocative inefficiency, welfare loss). 


(price, quantity demanded, quantity supplied, 


Explain the difference between price 
rationing and non-price rationing. 


Describe the circumstances under which 
‘non-price rationing arises. 


Identify some forms of non-price rationing, 


Outline why underground markets are a 
form of price rationing, 


Draw a diagram showing producer 
and consumer surplus in a free market 
competitive equilibrium. 
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b Assuming a price ceiling is imposed in 
this market, draw a new diagram showing 
the new consumer surplus, producer 
surplus and welfare loss. 


© Comparing your diagrams for parts (a) 
and (b), what can you conclude about 
consumer surplus, producer surplus ard 
wolfare loss? 


d Describe the relationship between 
marginal benefits and marginal costs at 


the new equilibrium, Outline what this 
reveals about allocative efficiency (or 
inefficiency). 


6 Examine the consequences of price ceilings 
for different stakeholders in the case of 


a rent controls, and 


b food price controls. 


Calculating the effects of price 
ceilings on stakeholders and 
welfare (HL only) 


‘igure 4.4 provides us with a numerical example of a price 
ceiling. At equilibrium, price is equal to £8 and quantity 
demanded and supplied is 20000 units of the good per. 
week, When a price ceiling is imposed at Pe = £5.00 peu 

{quantity demanded becomes Qy = 30000 units and 
‘quantity supplied Q, = 10000 units 


Shortage (excess demand) 


‘The shortage, or excess demand, is equal io Qy - Q,. which 
in this case is 30000 — 10000 = 20000 unis per week. 


Oo et ee iii 

OT Fo WF 20 25 30 35 40 a5 
a Q O 
(thousand unt per week] 


Figure 4 4: Calculating effects af a price c 


Change in consumer expenditure 


Consumer expenditure is given by the price per unit 
of the good times the nume of units purchased. 


At equilibrium, prior to the price ceiling, consumers 
spend Px Q, = Lh x 20000 units = £160000, After the 
price cel is imposed, consumers spend 7, Q, = £5.00 
* 10000 units = £50000, The change is therefore 
£10000 - £50000 = £1 10000, meaning that consumers 
now spend £11000 ess than at equilibrium, 


Change in producer (firm) revenue 
Firm revenue is the same as consumer expenditure 
both before and after the imposition of the price 
ing. This is because revenue is equal to price per 
unit times quantity of units sold, and both the price 
(P9 and the quantity (Q) are the same for both 
consumers and producers. Therefore, before the 
price ceiling is imposed, rm revenue ia £16000, 
and after the price coiling, firm revenue is reduced 
to £50000. Therefore, firm revenues fall by the 
amount £10000. 


Note that the change in consumer expenditure and the 
change in frm revenue are the same, because price and 
quantity were the same for consumers and firms both 
before and after the price ceiling was imposed. 


Change in consumer and producer surplus 
and tlie ber P us 

In Chapter 2, we saw how consumer and producer 
surplus are calculated. You may remember that at 
market equilibrium consumer surplus is half the 

area of the rectangle whose one side equals the P 
intercept of the demand curve minus the price paid by 
consumers, and whose other side equals the number 
of units purchased, 


Consumer surpl 


{P intercept of D. 
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x20000 _ &xc20 000 


Initial consumer surplus 
= £60008) 


Now notice that after the price ceiling is imposed, 
consumer surplus no longer has the area of a triangle, 

To coositsof a trapezium composed of areas a +c. The 
Pormula fora trapezium was also presented in Chapter 2 
dris e sum ofthe wo parallel sides timex the distance 
tween them divided by 2. Therefore: 


-s 


10 000 


Final consumer surplus 
_(9-+6)<10.000 _ 150000, 
‘Therefore consumer surplus is inereased 

by £75000- £40000 = £15000, 

Producer surplus at market equilibrium is half the area 
of the rectangle whose one side equal the price received 
by producers musus the intercept of the initial supply 


curve, S, aad whose other side equals the number of 
units sold: 


Prose sup 
(Pot producers minus P intercept of S curve) <Q sold 


E 


Therefore producer surplus before the price ceiling i 


(8=2)x20000 _ 6 20000 


ial producer surplus = 
£60000 


Notice that after the price ceiling is imposed producer 
surplus is the area of triangle e therefore we can apply 
the triangle formula 


Final produce: surplus = 529519000 


= 15000, 


Producer surplus has decreased by £60000 ~ £15000 
rano), 


310000 


The welfare low is given by the area of triangles a 
plus 


11-5)(20000-10000) _ éx 
else lone = 11=5)(20000— 10000) _ 610000 


= £30000 


Figure 4.4, comment on the effect of a price 
ceiling set at £10. 


2 The diagram below shows a price ceiling 
of €30 that has been set for good X. 
Calculate 


the shortage (excess demand), 


b the change 


in consumer expenditure, 


the change in producer revenue, 


the change in consumer surplus, 
© the change in producer surplus, and 
f 


welfare loss. 


Pe) 


v| " 


0714€ uM 
unts of rood X (thousands) 


Price floors: setting a 
legal minimum price 
What is a price floor? 


A legally set minimum price is called a price for. The 
price that can be legally charged by sellers of the good 
must not be lower than the price floor, or minimum 

price. In Figure 4,5, a price floor, Ps set above the 
equilibrium price, Ps. At Ps, consumers are wiling and 
abie to buy Q of the good, but firms are wiling and able 
to supply Qs of the good. Therefore a surplus or excess 
supply, equal to the difference between Q, and Q arises, 
JE the market were fres, the fores of demand and supply 
would force the price down to P, However, now this 
annot happen 
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—À 
sapis 


o 
Figure 45: Price floor (minimum prie) and market outcomes 


Note that to have an effect, the price floor must be above 
the equilibrium price IF) vere below the equilibrium. 
price, the market would uchieve equilibrium and the 

price loor would have no effect, 


Why governments impose price floors 


Price lloors are commonly used for two reasons: (a) 
to provide income support for farmers by offering 
them prices for their products that are above market- 
determined prices; und (b) to protect low-skilled, 
low-wage workers by offering them a wage (the 
jinimum wage) that is above the level deter 

the market, Note that the ist of 

price control in product markets, while the second 
concerns price control in a resovrce market, While 
market outcomes are similar, ach type of price 
control has different consequences for the economy 
and stakeholders. We will therefore consider each or 
separately, 


A price floor is a minimum price set below the 
equilibrium price, in order to provide income 
support to farmers or to increase the wages of 
low-skilled workers. 


To avoid getting confused about which is which, 
note that the position of a price floor and a 
price ceiling in relation to the equilisrium price 
îs always the opposite of the floor and ceiling of 
a room. The price floor is above and the price. 


ceiling is below. 


Consequences of price floors 


Consequences for markets 


Farmers’ incomes in many countries, resulting from 
the sale of their products in free markets, are often 
unstable or too low. Some important reasons for 
both instability and low incomes were considered 

in Chapter 3, Unstable incomes arise from unstable 
agricultural product prices, which are due to low price 
elasticities of demand and low price elasticities of 
supply for agricultural products. Low farmer incomes 
may arise from low income elasticities of demand, 


‘One method governments use to support farmers incomes 
is to set price floors or certain agricultural products, the 
objective being to raise the price above their equilibrium 
market price, The consequences are explained below. 


Surpluses 
Fgu 6 illustrates he market for an agricultural product 
swith price flor, Py set above the equilibrium price, Ps- 
The price floor results in a larger quantity supplied, Q, 
than the quantity supplied at market equilibrium, Q5 In 
addition, he price Soor, Ph leads to a smaller quantity 
demanded and purchased than at the equilibrium price: 
the quantity consumers want to buy at Pis Qu, Which is 
smaller than the quantity Q, that they bought at price 7 


encom supply 


Figure 4.6: An agricultural product mar 
and government purchases of the surplus 


A price floor results in disequilibrium where there is a 
surplus (exces supply). A common practice i for the 
government to buy the excess supply; and this causes 

the demand curve for tise produet to shift to the right t0 
the new demand curve D plus government purchases’ 

By buying up the exces supply; the government is able to 
maintain the price floor at P 
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I should be noted that if the government did not buy the 
surplus, the price would fal! back to its equilibrium level, 
The reason is that farmers would have excess output with 
no buyers, and so would have to lower the price in order 
to be able to sel all the surplus 


Government measures to dispose of surpluses 
The government must make a decision about what to do 
withthe surplus (excess supply) it purchases. One op 

Yo store it, giving rise to additional costs for storay 
ibove the costs of the purchase, Another method isto 
export the surplus (sell it abroad); this often requires 
granting a subsidy (this is money given to producers, to 
be discussed later in this chapter) to lower ihe price of 
the good since foreign countries would not want to buy 
it at the high price. Clearly, subsidies involve additional 
costs for the government. In general, any course 
chosen by the government io yet rid of the surpluses 
is problematic; 


Firm inefficiency 
Higher than equilibrium product prices can lead to 
inefficient pro ineflicient firms with high costs of 
production do not face incentives to cut costs by using. 
more eficient production methods because the high price 
oficis Uem protection agains lower-cost competitor 

This leads to incficiency. 


Overallocation of resources to the production of 
the good and allocative inefficiency 

“Too many resources are allocated to the production of 
the good, resulting in a larger than optimum (or best) 
quantity produced, Whereas the optimum quantity is Qs 
actually Q, is produced 


Negative welfare impzeis 
In Figure 4 Ja) price Py and quantity Q, represent 
market equilibrium with no price floor, and where 
social surplus i maximum. In part (b) when there is no 
price floor. consumer surplus is given by a + b+ can 
producer surplus by d + e, Also, MB= MC. 


Ate a price floor, Ph is imposed, consumer surplus 
becomes the area under the demand curve and abovs Pre 
"np to the quantity consumers buy, Qy, and so falls to a. 
Producer surplus becomes the area above the supply 
curve and below P, up to the quantity produced, Q, and 
so becomes d+ e + b + e + £ This means that the sum of 
consumer plus producer surplus incrves by the arca F 
after the price floor is imposed. Tis happens because 
producers gain the area b and c lost by consumers, and in 
addition gain £. 


(nthe other hand, government spending to buy the 
«ces supply is equal othe prie paid per un, ^. 

times th surplus quantity t purchases: PY (D - Qu) 
corresponding to the rectangle ulin n bold. Since 
sovcrtment spending s financed out of taxes with. 
allem wes (opportunity costs), government spending 
To maintain the price Toor involves lasses for society. 


Therefore, there is a gain in surplus of f and a loss equal 
to the rectangle shown in bold Subtracting the loss from 
the gain we are left with the blue shaded area, which is 
Welfare loss, representing loss of benefits due to allocative 
inefliciency caused by overallocation of resources to the 
production of the good, This is also shown by MB < MC 
ut the point of production, ,, indicating that society 
‘would be better of if isss of the good were produced. 


a Consumer and producer surplus in a competite fres 
market: mwimum social surplus 


sec 


J 9 
Welfare mpacis of a price floor (minimum price) 


D excess supply = 
surplus 


be 
government 
purchases 


o a a Q @ 


Figure 4.7: Welfare mpacis of a price fior (minimum price) for 
agricutural products and government purchases ofthe surplus 
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Another way to see that the blue shaded area is the welfare 
lossis to note simply bat the price foor results in a gain 
of f and a loss ol c +e + f + g, or the bold rectangle of 
government spending, And so the net loss i simply that 
Part of government spending that is not gained. In other 
words the net change is f - (c +e +1 + g= - (c +e + a). 


A price floor creates welfare loss, indicating that 
the price floor introduces allocative inefficiency 
due to an overallocation of resources to the 
production of the good, shown by Q, > Q, Also 
MB < MC, indicating that society is getting too 
much of the good. 


Consequences for stakeholders 
Consumers 


Consumers are worse oi, as they must now pay a higher 
price for the good (^ » 2), while they buy a smaller 


quantity of (Qj < 0,). This is clear alo from their loss 
of some consumer surplus 
Producers 


Producers gain as they receive a 
produce a larger quantity, and since the government 
huys up the surplus, they increase their revenues 
from P,Q, to PiX Q,. Remember, this is the rain 
rationale of agricultural price floors. Also, producers 
become protected against low-cost comp 
do not face as strong incentives to become effici 
producers; they are therefore les: likely to go out 
of business if they are producing inefüciently (with 
igher costs). 


Workers 


‘Workers are likely (pain as employment increases on 
account of greater production of the pood. 


her price and 


Government 
When the government buys the excess supply, this is a 
burden on its budget, resulting in less government fund 
spend on other desirable activities in the economy. The 
costs to the government are paid for out of taxes (and 
therefore by taxpayers) In addition, there are further 
costs of storing the surplus or subsidising i or export 
(sale to other countries), 


Stakeholders in other countries 


The European Union, the United States and many 
other more developed countries rely on price floors 
for agricultural products to support their farmers. 


The surpluses are sometimes exported (sold to other 
countries), lciding to lower world prices due to the 
extra supply made available in world markets, Countries 
thot do ot have price supports ane forced to sell their 
agricultural products at low world prices, The ow prices 
in these countries signal to local farmers that they 
should cut back on their production, resulting in an 
‘underallocation of resources to these products These 
events often work against the interests of less developed 
countries (this topic will be discussed in Chapter 19). 


(Overall a global misallocation of resources can result 
in a waste of resources, as price floors cause high-cost 
producers to produce more and low-cost producers to 
produce less than the cia optimum, 


ST YOUR UAIDERSTANDING 4 


1 Define a price floor, and providing 
examples, 
governments impo: 


2 Draw a diagram illustrating a price floor that 
is imposed in a product market, and analyse 
its effects on market outcomes (price, quantity 
demanded, quantity supplied, market 
disequilibrium, excess supply, firm inefficiency, 
allocative inefficiency, welfare loss). 


3 Identify some measures governments 
take to dispose of surpluses that result 
from the imposition of a price floor in an 


problems 


A Assuming a price floor is imposed in a 
markat for an agricultural product, and that 
the government purchases the entire excess 
supply that results in order to maintain 
the price: 


5 draw a diagram illustrating welfare 
loss, and 


b comment on the relationship between 
marginal benefits and marginal costs 
in the new equilibrium and what it 
reveals about allocative efficiency (or 
inefficiency} 


5 Examine the consequences for different 
stakeholders of a price floor for an 
agricultural product whose excess supply is 
purchasad by the government, 
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Calculating effects of price floors on 
stakeholders and social welfare (HL only) 


Figure 4.8 provides a numerical example of a price floor 
fon an agricultural product. At equilibrium, price is equal 
to E20 and quantity is equal to 60000 kg per week. When. 
a price floor is imposed at P; = £25, quantity demanded. 
is Qu = 40000 ky per week and quantity supplied is 

0, = SOON kg per week, 


Surplus (excess supply) 
The surplus, or excess supply is equal to Q, ~ Qu, which 
in this case is ROOUO ~ 40000 = 40000 kr vr Week 


Change in consumer expenditure. 
Consumer expenditure is given by the price per kg of the 
good times the number of kg purchased per week, At 
equilibrium, before the price oot, consumers spend. 

PX Q; = £20 x 60000 ky = L12 million per week. Aer 
the price loor is imposed, consumers spend /* Qy = £25 x 
A000 kg = £I millon per week, Therefore, consumers 
Spend £20000 ss on the good per week 


Change ia producer revenue. 
Before the price flor, producer revenue is the same ax 
consumer expenditure, since revenue is equal to price per 
kg mes quantity sold, and both the price (P,) and tbc 
‘quantity (Q) are the same for consumers and producera. 
Therefore producer revenue before the price foor s 
£1.2 million per week, Once the price floor is imposed and 
the government purchases the surplus evt supply). 

‘ 


firms receive revenues of PX Q, and so producer 
revente increases to £25 x 80000 kg = £2 million per week. 
“Therefore, the change is £80000, o: additional producer 


revenue of this amount per wesh. 
" 
40 


jupha s 
vites supply 


Go 20 36 40 50 60 70 80 90 1001 
Q Q OQ 
(thousand kg per week) 


Figure 4.8: Calculating effects af a price floor an an 
agricultural product with governmrant purchases of the surplus 


Government expenditure 
Jn order to purchase the excess supply of the agricultural 
produzi, he government spends an amount equal to the 
price f the good at the price floor times the number of kg 
purchased, or Py (Q,- Qu) = £25 x 40000 = £I million. 
Note that government expenditure (£1 million) i equal 
to total producer revenue (£2 milion) minus total 
consumer expenditure (LI million) per week. 


Change in consumer and producer surplus 
and welfare los 

Notice that all areas of consumer and producer surplus, 
both before and after the price floor, are the arcas of 
triangles. 

In this case, as we know the formula for calculating 
consumer surplus ix 

Consumer surplus 
Pero o D curve minus of consumers) x Q purchased 


Therefore, using the information in Figure 4.8, consumer 
surplus before the price floor is 


35- 20)x 0000 
Initial consumer surplus 05720) 6000 


ia 


200000 


‘Therefore, consumer serplusdecreuad by 
450000 - C2000 = £25000. 


Producer surplus is given by: 


Producer surplus 


(P ot produsen mis Fiera t cus od 
—— 


5450000 
Ate the price floor is imposed producer surplus i 
(25-5)xsO000 _ 20x 80000 


Final producer surplus = 
‘800000 


‘Therefore, producer surplus icrezsed by E0000 — E450000 
350000. 
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The welfare los is given by the shaded area in Figure 4.7, 
which according to Figure 4 8 the rectangle of government 
spending minus uma t 

We have found sbeve that government spending on the 
subsidy is £1 raton 

ama r = 2=20)x(80080 40000) (540000) 


= £10000 
Therefore welfare loss = £1 million ~ £100000 = €900000, 


TANDINGId 4 


3 Inthe example of the markat illustrated in 
Figure 4,8, what would bs the effect of a 
price floor set at £157 


2 The diagram bolow shows a price floor of 
50 that hos been set for good Y. Calculate 


o the surplus (excess supply), 


b the change in consumer expenditure, 


c the change in producer revenue, 


d the change in consumer surplus, 


the change in producer surplus, andi 


f£ welfare loss, 


ra 


»| o 


93459 uM 
Units of good Y (thousands) 


Minimum wages 
Impacts of minimum wages on masket outcomes 
Many countries around the world tave minimum wage lv 
that determine the minimum price c labour (the wage. 
rat) that an employer (a firm) rust pay. The objective is 
to guarantee an adequate cci to low-income workers, 


who tend to be mostly unskilled. (The market-determined 
Wages of skilled workers are usually higher than the 
minimin wage) Figure 4,9 shows the market for labour, 
The demand for labour curve shows the quantity of labour 
‘that firms are willing and able to hire at cach wage, and 

‘the supply of labour curve shows the quantity of labour 
"hat workers supply at each wage, Supply and demand 
determine the equilibrium "price of labour, which is the 
wage, We, where the quantity of labour demanded is equal 
o the quantity of labour supplied, Q,- 


exces supply of labour 


ce of labour |w 


Figure 49: Labour market with minimum wage (price foor) 
I, lies above the equilibrium 

At i, the quantity of labour 
supplied, Q, is larger than the quantity of labour 
supplied when the labour market is in equilibrium (QU). 
‘The quantity of labour demanded, Qa, is less than the 
quantity demanded at equilibrium, Q,. There results a 
surplus of labour in tiie market equal tothe difference 
between Q, and Qu, The labour market does not clear 
when there is minimum wage 


Consequences of minimum wages for the economy 
* Lobo surplus (exces supply) and unemployment 
The imposition of a minimum wage in the labour market 
‘creates à surplus of labour equal o Q, - Q4 in Figure 49, 
Which is unemployment, as it corresponds to people 

Who would like to work but are not employed. The 
unemployment is due partly to the decrease in quantity of 
labour demanded by firms (the difference between Q, and 
Qu) and partly to an increase in the quantity of labour 
supplica (the diffrence between Q, and Q.). This occurs 
because the higher wage makes work more attractive, 
causing a movement up the labour supply curve. This 
unemployment is likely tc irvolve unskilled workers. 


* legal workers ct wages below the minimum wage 


legal employment of some workers at wages below 
the legal mininium may result; this often involves illegal 
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immigrants who may be wiling to supply their labour at 

very low wages. 

^ Misallscution cf abour resources 

The minimum wage affects the allocation of labour 

resources, it prevents the market from establishing a 

market-clesríag price of labour. In Chapter 2, we saw 

how the wage acts as a signal and incentive to workers 

(the suppliers ot labour) and firms (the demanders of 

Libor) to determine the optimal allocation of labour 
sources The imposition of a minimum wage chinges 

these signals and incentives for unskilled labour whose 

wage is affected by the price floor. Therefore. industries 

that rely heavily on unskilled workers ars more likely to 

be affected, and will hire less unskilled labour. 

^ Misallscution in product makets 

Firms relying heavily on unskilled workers experience 

an increase in their costs of production, leading 

to a leftward shift in thett producr supply curve 

(see Chapter 2), esting in smaller quantities of 

‘output produced, Therefore, the misallocation of labour 

resources lends aho to misallocation in product markets, 


Consequences of minimum wages 

for various stakeholders 

+ em (employers of labour) 

Firms are worse off as they face higher costs of 
production due o the higher labour cost 


fo Workers (suppliers of labor) 
"The impacts on workers ane mixed. Son sun because they 
receive à higher wage than previously (I > W), but some 
Tose because they lone their ols Nate that the workers who 
Jos thcir job are those represented by Q, - Q This is not 
the full amount of unemplevinent created by the minimum 
wae, because the minimum wage lead to clon 
unemployment of Q, - Q, since more workers supply thcir 
labour in the markei when the wage increases 


^ Consumers 

Consumers ace negatively affected, because the increase 

in labour costs leads to a decrease in supply of products 
and shift in firm supply curves) causing higher 

1 prices and lower quantities, 


Price floors and minimum wages 
in the real world 


Economists agree that price Noors for agricultural 
products lead to surpluses (exces supplies) and are 
highly inefficient for the reasons discussed above. Yet 


they continue Lo be used in many countries because of 
strong political pressures exerted by farmers who claim 
To need these for income support, 


‘The eests of minimum wages, on the other hand, are 
controversial, as it is questionable whether they lad. 

to unemployment to the extent that economic theory 
predicts There is agreement that if a minimum wage is 
Set at a high level relative to the free market equilibrium. 
age, itis likely to create some unemployment, Yet a large 
and growing number of studies show that a minimum 
Wage may have no effect or even a positive effect on total 
employment, Some firms respond to the minimum wage 
by maintaining the same number of workers but cutting 
non-wage benefits (such os paid holidays or sick leve) 
Also, it is posible tha lbour productivity (defined as the 
amount of output produced per worker) may increase 
‘due to the minimum wage, as workers feel motivated to 
‘work hardes, with the result that some firms hire more 
unskilled Labour in response to minimum wages 


White the effets of minimum wages remain 
controversial, there is generally strong political support 
for their continued use on the grounds of greater equity 
in income distribution. In fact, the debate is not about 
"Whether or not there should be minimum wages, but 
rather what their level should be. 


Setting fixed prices 


y be ed at a particular level, such 
vw kt prices for theatres, movies and sporis events, 
bere prica ane usualy id cad line by te organising 
Tody (Mich may be rite or publie), and so cannot 
increase or decrease Seconding Lo supply and demand. 


Figure 4.10 shows the market for tickets før a sports 
event. The supply curve is vertical because there is a 
fixed supply of ckets (due to a fixed number o seats 
ses Chapter 2) The ticket price is fixed at Piy by the 
organising body Figure 4.) illustrates an event far 
‘which there is large demand, piven by Dy. If the price 
could respond to market frees, it would rise to Pe, but 
Since it is fixed at Pa shortage of tickets arises equal 
to the horizontal diference between points a and b. 
Figure 410( illustrates an event for which there is 
oy demand, given by Ds. Here, the equilibrium price 
would have been Pp, however price is fixed at the higher 
level Pg, resulting in a surplus of tickets equal to the 
horizontal difference been points e and d. 
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a Price fixing resulting in a shortage 


n 


HA 


a q 


b rice fing resulting in a surplus 


i 
HAN 


Figure 4.10: Price fixing and surpluses and shortages 


JNDERSTANDINC 


1. Define a minimum wage. Suggest reasons 
why many governments around the world 
impose them. 


2 Draw a diagram iluerating the imposition 
of a minimum wage, and analyse its effects 
‘on market outcomes (he wage, q 
of labour deminded and supplied, market 
disequilbrum) and consequences for the 
labour market (unemployment of labour 
work, resource misallocation, welfare los). 


3 Suggest why, in practice, minimum wages 
‘may not lead to increased unemployment 
they are not set too high 


4^ Using diagrams show how excess demand 
or excess supply of tickets results when 
ticket prices are set at a level that is 


^ lower than equilibriu, and. 


b higher than equilibrium 


4.3 Indirect taxes 


Introduction to indirect taxes 


The meaning of indirect taxes 
‘Indirect tases are imposed on spending to buy goods 


‘and services. They are paid partly by consumers, but are 
paid to the government by producers firms), and for 

is reason are called ‘indict’, There are two types of 
indirect taxes 


^ esce taxes, imposed on particular goods and services, 
such as petrol (gasoline), cigarettes and alcohol 

^ taxes om spending on all (or most) goods and services, 
such a; general siles aes (used in the United. 
States) and value added taxes (used in the European 
Union, Canada and many other countries). 

Indirect taxes differ from diret taxes, involving payment 

of the tax by the taxpayers directly to the government 

(Gee Chapter 12), 


In this chapter, we will study excise taxes 


Indirect taxes and the allocation 

of resources 

‘Taxes have the effet of changing the allocation of 

resources In Chapter 2 we learned that prices act as 

signals and incentives, which determine the pattern 
'ocation. Since indirect (excise) taxes 


of resource 
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are imposed on particular goods, they increase 
the price paid by consumers, causing consumers 
to reduce their spending on taxed goods. Excise 
taxes also lower ls price received by producers, 
causing them to produce less, Therefore, by chat 
price signals and incentives, excise taxes affect the 
allocation of resources. 


ing 


The interesting question is whether indirect taxes 
work to reduce or to increase allocative eflciency 
The answer depends on the degree of allocative 
efficiency in the economy before the tax is imposed. 

JE an economy begins with an eflicient allocation of 
resources, the ax creates allocative ineiiciency and a 
welfare loss. We will sce how this happens below. In 
an economy with an inefficient resource allocation, 
indirect taxes potentially have te effect of improving 
resource allocation if they are designed to remove 
the source of allocative inefliciency. This will be 
studied in Chapter $ 


Why governments impose indirect taxes 
Governments inpose exse anes for several reasons: 


^ Indiveet taxes are a source of government revenue. 
Srwernments collect revenues from indirect taxes 

As we know from Chapter 3, the lower the price 

elasticity of demand, the greater the government 
revenue generate. 

^ Indirect tases are a method to disco 
consumption of goods that ure bartiul for the. 
individual. The consumption of certain goods is 
considered harmful for the individual (for example, 
cigarette smoking, exces alcohol consumption or. 
gambling). Taxing these goods is likely to reduce 
their consumption. However, the extent to which 
these taxes are successful in reducing consumption 
depends on the price elasticity of demand: if it 
is low, an indirect tax will likely result in only à 
relatively sinall decrease in quantity demanded 
(see Chapter S 

direct taxes can be used to redistribute income. 

‘ome excise taxes focus on luxury goods (expensive 

‘ars boats, furs jewellery, and so on). The objective 

is to tax goods that can only be afforded hy hish- 

income earners, Payment of a tax on thë purchase 

of these goods reduces after-tax income, thus 

narrowing differences with the incomes of lower- 


^ Indirect taxes are a method to improve the allocation of 
resources (reduce allocative inefficiencies) by correcting 
negative externalities. If there are market imperfections 
fin the form of negative externalities), preventing the 
achievement f allocative efficiency, indirect taxes can 
be used to try to improve the allocation of resources. 
This topie will be discussed in Chapter 5. 


In this chapter, we assume that the economy begins with 
allocative efficiency in order to see how the introduction 
of indirect taxes leads to allocative nellcency. 


Indirect taxes: impacts 
on market outcomes 
and consequences for 
stakeholders 
Distinguishing between specific 
and ad valorem taxes. 

adiret, exce axes can be 


1+ specific axes, a fixed amount of tax per unit of the 
‘ood or service sold for example, €S per packet of 
Cigarettes 

© ad valorem taxes, a fixed percentage of the price 
fof the good or service; in this case, the amount of. 
Tax increases as the price of the good or service 


In our study of indirect taxes, we will consider only 
specifie taxes, in other Words a specific amount of tax for 
each unit ol the good sold, 


When a tax is imposed on a good or service, it is paid 
to the government by the firm, This means that for 
every levei of output the firm is willing and able to 
supply fo the market, it must receive a price that is 
higher than the original price by the amount of the 

Tax. This involves a shift of the supply curve upward 
by the amount of the tax, and is shown in Figure 
10a). The tax causes a parallel upward shift, because 
the tax is a fixed amount for cach unit of output. 
Therefore, in Figure 4.11(a) S is parallel to S; (Note 
that this is equivalent to a lefiward shift of the supply 
curve, meaning that for each price, the firm is willing 
to supply less output; this equivalence is explained 

in "Quantitative techniques" chapter in the digital 
coursebook). 
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Illustrating and anzlysing impacts of 
an indirect tax on market outcomes 


The impacts of spc taxes on market outcomes are 
shown in Figure 4 1). The supply curves are the same 
asin Figur: aa demand curve has also been added, 
The pret quium is determined by the intersection 
ofthe demand curve D and the supply curve Sj o the 
Price paid by consumers and received by producers 

1 and quantity demanded and supplied is Q", I the 
kovernment imposes a specifi tax on the good, the supply 
urve shifts upwards to S2 = S1 + tax. The demand cure 
remains constant at D since demand is not scd, The 
new market equilibrium is determined by the demand 
curve Dand the new supply curve S; io the price paid by 
consumers increases to ^, and the quantity purchased 
falls to Q, The amount of tax per unit of output is shown 
on the vertical axis by P, = Pp, or the vertical dilrena: 
between the two supply cures Whereas producers receive 
from consumers, per ni, they must pay the government 
Pe~ P per unit (ts per unit), Therefore, Pp is the final 
Price received hy producens alter payment of the tax. 


18 How the supply curve shifts 


y hesem 


j 


o 


b. Market outcome uua to an indirect tax 


eet 


Figure 4.11: Supply curve shifts cue ta an indirect tax 


The tax is said to drive a wedge! between the price 
P, paid by consumers and the price P, received 
by produvers 


‘The market outcomes due to the tax are the following: 


* o equilibrium quantity produced and consumed falls 
from Q* to Oy 

‘+ equilibrium price increases from P* to P, which is 
"he price paid by consumers 

* consumer expenditure on the good is piven by the 
price of the good per unit times the quantity of units 
‘bought; it therefore changes from "X Q* to P,Q, 

‘+ price received by the rm fall from P* to Pp, Which 
is Py = Py = tax per unit 

+ the firms rescate falls from P Q* to PXO, 

^ the government receives tax revenue, given by 
(=P) Qj, or the amount of tax per unit times 
{the nicer of units sold; this is the shaded area in 
Figure 4.12 

‘+ there is an underallocation of resources to the 
production of the good: Q, is less than the free 
market quantity, Q* 


Consequences of indirect taxes. 

for various stakeholders 

Consumers 

Consumers are affected in two ways: by the increase 
rice of the good (from P* to Pe, show 

gure 4,11(b)) and by the decrease in the quantity they. 

buy (from Q* to Q) Both these changes make them. 

Worse off as they are now receiving less of the good 

and paying moze lor it 


Producers (firms) 

Producers are affected in two ways: by the fallin the price 
they eceive (from P* to Pp), and by the fall in the quantity 
‘of output they sell (rom O° to Q). These effects translate 
into a fallin their revenues, from P*xQ* before the tax to 
Pp% Qh. Firms are therefore worse off as a result of the tax. 


"The government 
The goverment is the only stakeholder that pans asi 
now has revenue equal to (Ps — ^ x Quin Figure 4.10). 
This is positive for the government budget 


Workers 
Alower amount of output, from Q* to Qv means that 
fewer workers are needed to produce it; therefore, the tax 


may lead to sorse unemployment, Workers are worse of 
if they become unemployed. 
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Society as a whole: consumer and producer. 
surplus and welfare loss 

Society is worse off as a result of the tax, because 
there isan underallocation of resources to the 
production of the good (Q, < Q"). What happens to 
social surplus after the imposition of the tax? We can. 
see this in Figure 4.12, Part (a) shows the maximum. 
consumer plus producer surplus in a competitive fres 
market that we are familiar with, The effects of the 
indirect tax can be seen in part (b), where consumer. 
surplus becomes the shaded area under the demand 
curve and above # up to Qj. Producer surplus 
becomes the shaded area above the suppiy curve Sy 
and below Py up to QA portion of consumer surplus 
became government tax revenue, and another portion 
was lost as triangle a. A portion of producer surplus 
also became government tax revenue, and another 
portion was lost as triangle iv Total government 
revenue can be seen in Figure 4.12(b). 


Note that when identifying producer surplus 
after tho imposition of an indirect tax, we always 
tothe initial supply curve, which is S1 in 

Figure 4,12b. 
“Phe consumer and producer surplus that s transformed 
into povernment tax revenue comes back to society 
in the form of government spending from the tax 
revenues, Therefore, the after-tax social surplus in 
Figure 4,1205) is equal to after-tax consumer and 
producer surplus plus government revenue, However, 
aftertax social surplus i ess than pre-tax social 
surplus by the amount of triangles a + b. The areas 
i + b represent social surplus that is completely lost, 
amd is welfare loss. 


Jn this case, welfare Voss appears because the tax causes 
av smaller than optimum quantity lo be produced: 

O: < Q*, Tie tx has caused underproduction 

of the good relative to what is socially desirable, 

and an underallocation of resources, or allocative 
inefficiency. 


Note that at the new point of production, Q, 
MB» MC, meaning that the benefits consumers receive 
from the last unit of the good they buy arc greater than 
the marginal cost of producing it. Consumers would 

be better off if more of the good were produced 

(or an explanation see Chapter 2). 


The imposition of an indirect tax results in 
reduced consumer and producer surplus, part of 
which is transformed into government revenue, 
and part of which is a welfare loss. The welfare 
loss in this case is the result of underallocation 
of resources to the production of the good 
(underproduction). This is also indicated by 

MB > MC: too little of the good is produced and 
consumed relative to the social optimum. 


a Consumer and producer surplus in a competitive fee 
market: maximum social surplus 


" 


b. Consumer and producer surplus with an indirect tax 
welfare lose 


sre 


seme 


welfare loss «ab 


Figure 4.12: Effect of indirect taxes on consumer and 
producer surplus 
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1) Describe what ‘indirect’ means in reference to b Draw a diagram for the petrol (gasoline) 
‘indirect taxes’. market after the imposition of the tax, 
showing the price paid by consumers, 
the price received by producers 
and the quantity of petrol (gasoline) 
3. Outline how indirect taxes affect the allocation bought/sold, 
of resources. 


2 State some reasons why governments impose 
indwact taxes. 


sion NR o 6 For question (5) 
plain why in contrast to prie controls, an 
indirect tax does not result in disequilibrium. X anie tha Impact iaat afiha 
5. The government is considering posing a Ari 


£0.50 tax per litre of petrol (gasoline). b discuss the consequences for stakeholders. 
^ Draw a diagram for the gasoline market 7 = Using a diagram, show the effects of an 
before the imposition of the tax, showing indirect tax on consumer and producer 
the price paid by consumers, the price surplus, ss well as welfare loss. Explain why 
received by producers and the quantity of welfare loss arises as a result of a misallocation 


petrol (gasoline) that is bought/sold. of resources, 


Calculating the effects of indirect taxes on ves the new nippy cune. Sy For any Q the vertical, 
stakeholders and social welfare (HL only) n baton IBS IIR PIER HOOP FR ER a 


tax per unit of output 
Suppove the government imposes an indirect (exse tt How to find the new price paid " 
low to find the new price paid by consumers, the. 
ton stromples o €6 per unit, This means that the supply ice received " 
a price received by producers and the quantity bought 
Curve will silt upward by €G foreach welor ompa O. Bed vold, Tangier the imponition of the tae 
How to graph the new supply curve, Sy After the tax is imposed, the demand curve D and the new 
In Figure 4.13, the new supply curve, 83 S4 + tax, es €6 — UDDI curve, Sa, determine a new equilibrium price, which 
above the initial supply curve, S We can count EG upwurd ÎS. Or the price paid by consumers a new equilibrium 
slong the vertical axis from the P intereeptof Sj, and then aby, Qy and Zy or the price received by producent 
draw a line parallel to S, from this new Pimterept Thiis (y= Pe tax per unit) (see also Figure 4b) 


"o 


p 


‘a per unit = £6 
p 


Suomples per day 


Figure 4.13: Demand and supoly with indirect taxes 
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Therefore, at the new after-tax equilibrium, the price 
paid by consumers is P = €19, the equilibrium quantity 
of stromples demanded and supplied is 22 units per 
andi the price received by producers 
19- €6 = €13. These results are 


We huve found that the price paid by consumers has 
increased from €16 to €19, the price received by produc 
bos fallen from €16 to €13, and the quantity produced 
ovd consumed has fallen from 28 units to 22 units. 


We now want to use this price and quantity 
information, together with the graph in Figure 4.13, to 
calculate the following: consumer expenditure, producer 
revenue, government revenue, consumer surplus and 
producer surplus 


Consumer expenditure 
Consumer expenditure is given by the price paid per unit 
‘of stromples times the number of stromples purchase. 
‘Therefore, before ts tax, consumers spent P* x Q' 
€16 > 28 unit = C438 per day: afler the tax was imposed, 
consumers spent P, * Q,= €19 X 22 units = €418 per day 
Therefore consumer expenditure fell by €30 per day 
AA - E418). 


Producer revenue 

Producer revenue is given by the price received per 

unit of stromples times the number of stromples sold 
Therefore, before the tax, producer revense was P*xQ* 
= €16 x 28 units = €448 per day, which is the same as 
what consumers spent; iem revenue was exactly equal to 
consumer expenditure, After he tax was imposed, firm 
revenue fell to P, X Q, = €13 * 22 units = €286 per day, 


3 Pra-tax equilibrium) maximum social surplus 


Producer revenus fell by €162 per day (= €448 — €286). 
Firm revenue is now less than consumer expenditure, 


Government revenue. 
{Government revenue can be calculated in two ways: 


a Wisequal to tax per unit (P — ^) times the number 
ol units sold, Qy and is therefore €6 22 stromples 
en 

bo dUisalso equal to the difference between consumer 


expenditure and producer revenue after the tax 
418 - 26 = €132. 


Calculating the effects of indirect taxes on consumer. 
surplus, producer surplus and welfare loss 

‘As we have seen ohove. consumer and producer surplus. 
both before and after the indirect tax are the areas of 
triangles, therefore we use the Familiar triangle formula 
to calculate them. 

Figure 4.14 is the same as Figure 4:12, but also shows 
Pan! Q values, which are the same values asin 

Fiore 4.13. In part (a), consumer surplus is the shaded 
area under the demand curve and above /* = 16, up to 
Q" = 28. In part (b), it is the shaded area under the 
demand curve and above P = 19, up to Q 


As you may recall, consumer surplus is: 


Consumer surplus = 


(P intercept of D curve minus P of consumers) xQ purchased: 


"Therefore, consumer suru before the tax is: 


Q0-P*)xQ* _(30-16)x28 _ 14x28 _ 392 
1 


196 


bo Post-tax equihbriumi welfare loss 


re ne 
EI 
f samc 
D 
2 Dems 
o qm a 
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Consumer surplus after the tax is 


Q0-2)«Q _ 00-1942 _ 11x22 


In the case of producer surplus, you may recall that it š: 
Producer surplus 
(P of producers minus P intercept of S, curve) xQsold 


Ja Figure 4,L4fa) producer surplus is the area boe the 
supply curve S and below #* = 16, up to Q* = 28. In 
Figure 4.H(b) it is the area above the supply curve Sy 
and below P, = 13, up to Q, = 22. 

To calculate producer surplus, we cun think of it as half 
the area of the rectangle whose one side equals the price 
received by producers minus the P intercept of the initial 
supply curve, Sy, and whose other side equals the number. 
of units sold 


Producer surplus = 
(P of producers minus P intercept of 5, curve) Quold 


Therefore, producer surplus before the tax it: 


Producer surplus after the tax ix: 
axo 


aax 


Note that to calculate producer surplus after the 
tax has been imposed, we use the initial supply 
cuve, Sy 


(You may have noticed that consumer and producer 
surplus are equal fo each other, both before and ater 
the tax; thir is coincidental, as they need not e equal to 
‘ach other) 


The welfare Ios can be found by taking the pre-tax sum 
ci aonsumer and producer surplus (total social surplus), 
and subtracting fom that the post ax sum of benefits 
{pos-tas consumer surplus, producer surplus d tax 
revenue) 196+ 196- (121 $ 121 + 132) = 18 


“This is also equal to the area of the angle 


(P=PNO*-O) _ 09-1328-22) _ 6x6 


1 Using the concept of allocative efficiency 
explain why an indirect tax creates welfare loss 


2 Inthe market for good zeta, the P intercept of 


the demand curve is at the point where Q 
and P =7, and the P intercept of the supply 
tuve is atthe port where Q = O and P = 1 
The point of intersection ofthe demand curve 
and the supply curve at fee market equilibrium. 
isatthe pontwhere Q = 6 and P= 4, 
‘Draw the demand and supply curves, and 
identify the equilrium price and quantity. 


b Suppose that price is measured in $, and 
quantity of zeta in tonnes per day, and 
that a tax of $2 per tonne is imposed; 
araw the new supply curve and identify 
ihe price paid by consumers, the price 
received by producers and the new 
equilibrium quantity. 

© Explain why the increase in price paid by 
consumers is smaller than the amount of 
tax per unit 


d Using your results, calculate the change 
in consumer expenditure, the change in 
firm revenue, go 
change in consumer surplus, the change 
in producer surplus and welfare lo 


© Identify, in your diagram, the areas that 
correspond to government revenu 
welfare loss and after-tax consumer and 
producer surplus 


(Outline how the relationship between 
‘marginal benefit and marginal cost at 
the new (after-tax) equilibrium relates to 
allocative efficiency (ar inefficiency). 


Tax incidence and price 
elasticities of demand and 
supply (Supplementary material) 


When a good is taxed, part of the tax is paid by 
consumers and part by producers; therefore the tax 
burden is shared bet veen the two. If you are interested in 
seeing how the tax is shared you can read about itin the 
digital course vok as Supplementary material. 
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4.4 Subsidies 


Introduction to subsidies 


The meaning of subsidies 


‘A sus, in a general sense, refers to assistance by the 
government to individuals or groups of individuals such 
^ firms, consumers, industries or sectors of an ^cunomy. 
take the form of direct cash prtyments or 
other forms of assistance such as low-interest or interest- 
free loans (for example, to students, io low-income 
for the purchase of goods and services ch. 
or to firms needing assistance), the provision 
‘of goods and services by the government at below- 
market prices tax relief (is, paying lower or no taxes): 
and others 


In this section, we will consider only subsidies consisting 
of payments by the government to firms. Such payments 
are usually a sed amount per unit of output, and are 
therefore spec fc subsidies, 


Subsidies and the allocation 
of resources 


Subsidies, like taxes, haye the effect of changing the 
allocation of resources because they affect relative prices, 
thus changing the signals and incentives prices convey. 

A subsidy granted to a firm (or group o firms) has 

the effect of increasing the price received by producers, 
causing them to produce more and lowering the price 
Paid by consumers, causing em to buy more. Therefore, 


the allocation of resources changes and results ín greater 
production and consumption than in the free market 


As with indirect taxes, we are interested in seeing 
whether the granting of a subsidy improves or worsens 
the allocation of resources. Here, too, the answer 
depends on the degree of allocative elliciency in the 
market belore the subsidy In an economy where 
resources are allocated efliciently, a subsidy introduces 
allocative inefficiency and welfare losses. This will be 
the topic of this section, But if the economy begins with 
allocative ineflciency (due to market imperfections), 
then a subsidy can work to improve the allocation of 
resources if it is designed to correct the source of the 
incfiiency. This will be examined in Chapter 6. 


Why governments 
grant subsidies 


"There are several reasons why governments grant 
stsdies to firms: 


+ Subsidies can be used to increase revenues (and hence 
incomes) of producers, Subsidies have the eflct of 
increasing the revenues of producer Therefore, 
governments often grant subsidies to particular 
producers whose revenue (and therefore incomes) 
they would like to support. 

^ Subsidies can be used to make certain goods 
(necessities) affordable to low-income consumers. 
Subsidies have the efst of lowering the price 
fof the good that is paid by consumers, thus. 
making the goo! more affordable. For example, a 
government may wish to make a food staple (such 
‘as breac ox rice) more affordable to low-income 
earners. It can do so by granting a subsidy to 
producers of the good. 

Suinidies eam be used to encourage production and 
consumption of particular goods und services that 
are believed to be desirable for consumers. A subsidy 
has the effect of increasing the quantity of a good 
produced and consumed. If a government wishes 
To encourage consumption of a good because it is 
considered to be desirable (for example, education. 
vaccinations), it can use a subsidy to achieve this, 

* Subsidies can be used to support the growth of 
particular industries in un economy. Since subsidies 
have the effect of increasing the quantity of output 
produced, if granted to firms in a particular 
industry, they support the growth of that industry. 
For example, subsidies to the solar industry are 
intends io promote the growth of solar power 


m» 
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Other examples include chemicals textiles stel, 
fossil fuels and many more 

^ Subsidies can he osed to encourage exports of 
particular goods, Since subsidies lower the price paid 
by consurners they are sometimes granted on goods 
that are exported (sold to other countries), since 
lower export prices increase the quantity of exports 
(soe Chapter 14). 

‘+ Subsidies are a method to improve the allocation of 
resource (reduce allocative inefficiencies) by correcting 
positive externalities. It was noted above that market 
imperfections prevent the achievement o allocative 
eflcency in some cases (such as when there are positive 
externalities), it may be possible to use subsidies to 
improve allocative efficiency [see Chapter 6 


Subsidies are à controversial topie ın economics because 
they are very extensive and are often designed to achieve 
certain objectives that may not be consistent with other 
important objectives. For example, many countries grant 
subsidies to fossil fuela, which run contrary to objectives 
of sustainable development and which also contradict 
the objectives of other subsidies intended to support the 
growth of alternative energy Fossifüel subsidies are 

known às perverse subsidies Subsidies for agriculture 
and exports are also highly controversial (see Chapter 1), 


Subsidies: impacts on market 
outcomes and consequences 
for stakeholders 


Illustrating and analysing impacts of 
subsidies on market outcomes 


gure 4.15, the initial, presubsidy equilibrium is 
determined by the intersection of the demand curve D 
tnd the supply cucve Sj, giving rise to equilibrium price 
TP paid by consaers and received by producers and 
equilibrium quantity Q*. Now the government grants 
‘subsidy consisting of a payment to the firm of a fixed 
amount for each unit of output sold. This means that 
for each unit of output the irm is willing and able to 
duce, it receives a lower price than the original by 
ie amount of the subsidy: this produces a dovuward, 
parallel shift of the supply curve by the amount of the 
Subsid, tø the new curve S3 = 5, — subsitty. (The reason 
We subtract the subsidy is that it works ic decrease the 
firms’ costs of production, thus causing a downward shift 
fof the S curve Itis the exact opposte o the indirect 
tax which is added to the S curve to cause an upward 
shi (See Quantitative techniques” chapter in the digital 


coursebook). hs demand curve remains constant at 
D since demand is not alfected. The demand curve and 
new supply curve Sz determine a new equilibrium, where 
prisci (the price paid by consumers) and the quantity 
produced and sold increases to Qs Since the vertical 
diference between the two supply curves represents the 
subsidy per unit of output, the firm receives price Py 
‘which is equal to the price paid by the consumer, Pys plus 
the subsidy per unit oF output 


5 


| subsidy 
perunt 
S22 S1- uly 


Figure 4.15: impacts of subsides on market outcomes 


"The market outcomes due to the subsidy are the 

following: 

‘+ equilibrium quantity produced and consumed 
increases from Q* io Qu, 

the equilibrium price alls from P* to Pe: this i the 
price paid by consumers 

^ tbe price ceceived by produce 
Ls 

+ the amount of the subsidy is given by (Pp P) * 
{yy Or the amount of subsidy per unit multiplied 
by the numberof units sold: this is the entire shaded 
area, and represents government spending to 
provide the subsidy 

^ there is an overallocation of resources to the 
production of the good: Qu is greater than the free 
market quantity, Q* 


Consequences of subsidies 
for various stakeholders 
Consumers 


Consumers are aífecied by the fall in price of the good 
from P* to P. (Figure 4.15) and the increase in quantity 
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purchased (from Q* to Qy). Both these changes make 
them better of. 


Producers 
Producers are also better olf, because they recie 
a higher price (P > P") and produce a larger quantity 
(Oy, > 0"), seen in Figure 4.18. The price and 
quantity elect translate ito an increase in venues 
Befase ihe granting of the subsidy, firms had revenue 
° Q*. Following the subsidy, firm revenues 
increase 10 Pp * Qa. 


The government 
‘The government pays the subsidy, which is a burden 
on its budget, To obtain the revenues for the subsidy, 
the government may have to relucs expenditures 
elsewhere in the economy, or i may have to raise taxes, 
orit may have to run a budget deficit (government 
expenditures greater than tax revenues), Whatever 

the case, the impact ow the governments budget is 
negative 


Workers 


As output expands from Q* to Qu, firms are likely to 
more workers to produce the extra output, therefore 
Worker: who find new jobs are better off 


Society as a whole: consumer and 
producer surplus, and welfare loss 

ociety as a whole is worse olf because there is an 
owerallocation of resources to the production of 
the good; Quy > Q*, In addition, society is worse 
off because the higher price received by producers 
protects relatively ineficient ones, allowing them to 
continue to produce. 


Figure 4.16 shows consumer and producer surplus 
before and after the subsidy. In part (a), at the free 
market equilibrium before the subsidy, social (consumer 
plus producer) plus is maximum and MB = MC, 
indicating the achievement of allocative efficiency, 


After the granting of the subsidy, both consumer. 
surplus and producer surplus increase. In Figure 4 169). 
consumer surplus is now the area under the demand 
curve and above price Pe, up to output a. The gain 

îm consumer surplus is shown by the shaded area. 
labelled ‘gain in consumer surplus" Prod'er surplus 
becomes the area above the supply curse Syand below 
the price P, up to output Qus The zin producer. 
surplus is shown by the shaded area labelled ain in 
producer surplus 


producer surplus in a competitive free 
market maximum seca surplus 


j^ subsidy 


waare lows 


bee 


o [27 @ 


Figure 4.16: Effects of subsidies on consumer and 
producer surplus 


Note that when identilying producer surplus 


after the granting of a subsidy, we always refer to 
the initial supply curve, which is S in Figure 4.14, 


At the same time that producers and consumers pain, 
the government loses because of the negative effects 
on its budget. The subsidy is paid for by taxes that 
have an opportunity cort (alternative uses that are 
sacrificed). As we know, government expenditure 

to provide the subsidy is (P, P) Qa. This is 
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exactly equal to the gains in consumer and producer 
surplus plus she triangle a. Tberelore, the social 
losses due to government spending are greater than 1 
the gains in consumer and producer surplus by the 


Define subsidies and providing examples, 
outline some reasons why governments 


taut a, The wren a ia wear lost representing lot ened 

Benefits for society, caused by a larger Ihan optimum 

quantiy produced: Qa» Q, The subsidy haycaused | 2 The govemment is considering granting a 

uerproduction relative Va wha is socially desirable, €0550 subsidy per kilogram of cheese. 

ad un overllocation af resources, or allocative 

ag APE raaonriad oeaio à Draw a diagram for the cheese market 
before the granting of the subsidy, 

We can also see in Figure 4.1640) that at Qu. 2 < MC, showing the price paid by consumers, 

meaning that the beneit consumen receive from the last the price received by producers and 

ito the good they buy es than the marginal cost the quantity ef cheese that is 

Of producing i Therefore, society won be betler ol IF oughta: 


less of the good were produced, 


b Using tho same diagram, show what 
happens in the cheese market after 
The granting of a subsidy results in greater tho granting of the subsidy, indicating 
consumer and producer surplus; however, iha price paid by consumers, the price 
society loses due to government spending on received by producers, the quantity of 
the subsidy. Since the loss from government bought/sold and government 


spending is greater than tho gain in consumer spending on the subsidy 
and producer surplus, w ui á 


3 Comidadng prion 2 shove 
: lesion cf curate a. mayan impacts en the maf 
13 also illustrated by MB < MC: too much of the the sU nd 

food bag che! and connard ae ica tho srs 
rode opr acides 


4 Using a diagram, show the increase in 
Foreign producers. consumer and producer surplus that 
I the subsidy is granted on exports (goods sold to otber results from th granting of a subsidy. 
Countries), it lowers price and erease the quantity of Explain why welfare loss arises even 
‘exports, While this is positive for domestic producers, though both consumer and producer. 


itis negative for the proucess of other countries who 
may be unable to compete with the lower price of 
the subsidised goods (This topic will be discussed in 
Chapters 14 and 18) 


Farm subsidies in the United States. 
Farmers in the United States have been receiving subsidies for certain agricultural products (corn, 

wheat, soybeans, cotton, rice and others) since the Great Depression of the 1930s. In 1996, a law was 
passed to end subsidies and create a fras market in agriculture. However, the free market in agriculture 
pever materialised. Support to farmers coste tar payers over $20 billon a yea This support is uid 

by the common belief that the govarnment is helping small farmers survive. Yet according to the US 
Department of Agriculture (the agriculture ministry), the largest and wealthiest farmers receive the bulk of 
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arm subsidies The reason is that subsidies are paid 
according tothe amount of crop produced, Smaller 
farmers recaive very small amounts, while farmers who 
cultivate fruits and vegetables receive no subsidies 

at all. in fact, many billionaires (who are the owners 

of very large agricultural companies) receive farm 
subsidies. According to the Environmental Working 
Group, 50 people in the Forbes list of 400 wealthiest 
‘Americans received subsidies in the period 1995 to 
2014, Since 2008, the top ten recipients of subsidies 
sach received an average of $18.2 milion 


Source: Adapted from ‘Farm subsidies no 
iogical entitlements - naxt senator must push for 
overhaul of ag policy’ in Lexington Herald-Leader, 

TT July 2010. Chris Edwards, "Reforming federal 

farm polices, Tv and budget bulletin no 82, Cato 
institute, 12 April 2018 Mapping the US farm subsidy 
Similion 


Applying your skills 


2 
costly and unfair 


Figure 4.17: Washington, D.C, USA, The National 
Farmers Union urges Congress to pass a farm bill 


lt," Adam Andrzejewski, Forbes, 14 August 2018 


1) Discuss the consequences of farm subsidies for agricultural markets and stakeholders, 


Suggest reasons why the government centinues to grant agricultural subsidies even though they are 


Calculating the effects of 
subsidies on market outcomes 
and social welfare (HL only) 


If the government grants a subsidy on stomfles of 
SA per kg, the supply curve shifts downward by $4 for 
cach kg of output Q. 


How to graph the new supply curve, $z 
In Figure 4,1, the new supply curve, 52 = Sj - subsidy, 
lies $4 below the initial supply curve, Sj. We can count 
SA dowaward along the vertical axis from the P intervept 
LS and then draw a line parallel to 5 from this new P. 
intercept. This gives us the new supply curve, S» For any 
Q. the vertical difference between the two supply curves 
is $4, which is the subsidy per unit of outp 


Therefore, at the new equilibrium, the price paid by 
consumers is Pe = S18, the equilibrium quantity is Qu, 
= 24 kg. and the price received by producers is P, = Py 
+ subsidy per unit = SIS + $4 = $22, These resulls are 
shown in Figure 4.18. 


We have found that the price paid by consumers has 
fallen from $20 to SI per kp, the price received by 
producer has increases from $20 to $22 per kg, and the 
quantity produce aad consumed hus increased from 
keto 2 ky. 

‘We will now use this price and quantity information 
together with the graph in Figure 4.18 to calculate. 
coaswner expenditure, producer revenue, government 
expenditure, consumer surplus, producer surplus and. 
welfare loss 


Consumer expenditure 
Consumer expenditure equal the price paid per kg of 
somes times the number of ky purchased. Therefor 
before the subsidy: consumers spent P^xQ* = $20 x 20 k 
= S40 per day: after the subsidy, consumers spent P, Qay 
em day Therefore consumer 
‘expenditure increased by $32 per day (= $432- $400) 


Producer revente 


is given by the price received per kg of 
number of ky sold. Therefore, before 
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subsidy 
perunt = ti 


0, t 


cE] 


m: 
ij» 5 - nl 


Ege 
Mgofstomfies per 


Figure 4.18; Demand ana supply with subsidies 


20 is 3038 40 


the subsidy was granted, producer revenue was P*sQ* 
520 % 20 kx = $400 per day, which is exactly the same 

as what consumers spent; firm revenue was exactly ual 
» consumer expenditure, After the subsidy was granted, 

producer revenue increased to Py y= $22 * 24 kg 

= $528 per day, Producer revenue increased by $128 pet 

day (= $528 ~ $400), Note that firm rever is now more 

than consumer expenditure 

Government expenditure 


Government expenditure on thes 
calculated in two ways 


tidy can be 


Tei equal to the subsidy per ky (^, - P.) times the 
number of ky sok! (Qa), and is therefore $4 X 24 kg 
= 596 per das, 

bo Itis akso equal to the difference between producer 
revene and consumer expenditure after the subsidy: 
S528- $432 = $96 per day. 


Calculating the effects of subsidies on consumer 
saat producer surplus and welfare loss 

Consumer and producer surplus both before awd after 
the subsidy are the arcas of triangles therefore we use 
the familiar triangle formula to calculate diem. 
Examining Figure 4.18, we can see that consumer 
surplus at the free market equilibria (before the 
subsidy) is represented by the arca under the demand 
curve and above price P* = 20 up to quantity Q* = 20. 


Aller the subsidy, itis the area under the demand curve 


LP intercept of D curse minus # of consumers) x Q purchase 


Therefore consumer surplus before the subsidy in: 
(0-P*)«Q* (0-20)«20 1020 200 


100 


Consumer surplus after the subsidy is: 


i 


Therefore, consumer surplus increased by $44 
(= $144- 5100), 

Producer surplus before the subsidy in Figure 4.18, is the 
area above the supply curve 5 and below P* = 20 up to 
Q* = 20. After the subsidy, it is the area above the supply 
curve S and below P, = 22 up to Qp = 24. 


Producer surplus is also calculated using the ume 
method as with indirect taxes: 


Producer surplus = 
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“Therefor, rss Us hay (The cat prier ad consumar and 
lamas ape producer ipli before nd afer Derby 

gehe Qr | 0-10)420 M3 20 se eani) 

T 2 ee Sool surplus inerente by the amount of the increase 
Producer usin fete by ie icone sgh po the noun the eee ix 

ier surplus = 94+ 44 = S 

(%-10)xQ,_(22-10)x24_ 12424 prier 
De. ern zem "Welfare tos can be found by: 


‘Thessiore producer surplus increased by SA4 (= $144- S100), Welfare lo 


n-ny9.-0) _(22-18)(24~20) _ 


Note that to calculate producer surplus after 
the subsidy has been granted, we use the initial 
supply curve, S; as we do also in the case of 
indirect taxes 


1 Using the concept of allocative efficiency, the price received by producers and the 
‘explain vy a subsidy creates welfare loss mew equilibrium quantity. 

2 Inthe market for good alpha the Pintercept © Using your results calculate the change in 
‘of the demand curve is at the point whe consumer expenditure, the change i fim. 
Q = O and P - 7 and the Pintercopt of the revenue, govemment expenditure, the 


'upply curve is at the point where Q = O arid 
P = 1. The point of intersection of the den, 
‘curve and the supply curve 

‘equilibrium is at the point wher 


d identify, in your di that 
correspond to government expenditure, 
fare loss, the increase in consumer 
surplus and the increase in producer 
identify the equilibrium price and quantity. surplus, 


b Suppose that price © Outline how the relationship betwee 
quantity in tonnes ped marginal benefit and marginal cost at the 
subsidy of £2 per tonne is granted. Draw new (after-subsidy) equilibrium relates to 
the new supply curve, and find (through alocati mey (or inefficiency) 
your graph) the price paid by consumers, 


Allacative efficioncy: is it really value-free? 
Throughout this chapter, we have used the competitive market model, explained in Chapter 2, as the basis 
for making assessments about government intervention in the economy. According to this model, when 
there is competition in the sense of many buyers and sellers who act according to their best self-interest, 


and when market forces are free te determine equilibrium prices, a situation is reached where there is 
allocative efficiency and maximum social welfare. Scarce resources are allocated in the best possible way, 
producing the most of what poeple mostly want, and it is not possible to make anyone better off without 
making someone worse off, è condition called Pareto optimality. 


— C — —— —ÀÀáÁÁÀs o '— MÓN 
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The concept of Pareto optimality emerged in the late 19th century after a period when economists were 
trying to make economics more scientific in its approach. ‘Scientific! meant economics should get rid of 
any value jucsements about things that ‘ought to be' and base itself entirely on positive thinking (see 
Chapter 1). The famous classical economists of earlier times (Adam Smith, Thomas Robert Malthus, David 
Ricardo, John Stuart Mill, Kar Marx and many others) openly discussed their ideas about what ought to 

sty (normative ideas) together with their positive ideas of things that ‘are’ or ‘will be. Yet by 
the late 19th century it was believed that a true science is value-free, and economists set out to imitate the 
methods of the natural sciences, especially physics. 


The concept of Pareto optimality, developed by Vilfredo Pareto (an Italian engineer, sociologist, economist 
and philosopher) was welcomed as being truly fre of normative aspects. It simply stated that under 
certain assumptions, numerous freely acing consumers and producers behaving according tothe 
individual preferences, give rise to an outcome of maximum efficiency and moximum social welfare 
(defined as MB = MC or mexinjum social surplus 


(On the surface, this sounds like a value-fee, positive statement, Yet in later years (and up to the present), 
many economists eritised it on the grounds that it is actually heavily based on normative ideas, and is 
therefore not value-ive, The dificulty in detecting these values Is hat these are implicit; hey are not explicit, 
or openly stated velus, 


Economists who question the value-froe nature of Pareto optimality point out that the concept of ‘wel 
is defined in relation to individual preferences of consumers and producers (decisions made on the bas 
of rational vlfntorest) that determine consumer ard producer surplus Individual preferences become 

‘government 


into 


o normative concepts, but then, by th 
token, welfare defined as maximum social surplus s also a normative concept, on tho basis of which a 
judgement is made about how vall or how poorly the economy works 


Some economists jue that not only Paroto optimality but the body of 
‘microeconomics on which it res freo. The idea that societies should pursue allocative 

ney follows frora the definition of economics as the social acianice that tries to determine how to 
the best use cf scarce resources, Yet, remember from Chapter 1, all societies must answer three 
‘economic questions: what/how much, how and for whom to produce. The definition of economics 
covers only the first two of these and ignores the third, The 1aason for neglecting the for whom to 
produce question is that economi the first two questions to be part of positive thinking and 
the thie! a part of normative thinking (see Theory of knowledge 2.1 in Chapter 2). However, if efficiency 

and how to produce) leads to maximum wellara, where the definition of welfare is based on a 
judgment, economists have come full circle and have based their so-called positive analysis on a 
value judgement. 


In view of the above, some economists argue that the focus of government policies on efficiency, 
defined as Pareto optimality, diverts aitention away fram the problem of income distribution, and 
justifies government inaction in this area, What is the paint of realising (or coming close to realising) 
Pareto optimality in the real world. i large portion of the population is starving because they have 
no income? 


SSE EE 
wy 
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According to Gunnar Myrdal, a Swedish economist who won the Nobel Prize in 1974, the social sciences 
are inevitably based on values, but these values should be made explicit: 


The only way we can str 


for ‘objectivity’ in theoretical analysis is to expose the valuations into full 
light, making them conscious, specific and explicit, and permit them to determine the theoretical 
research .. there is nothing wrong, per se, vith value-loaded concepts if they are clearly defined in 
terms of explicitly stated value premises." 


Thinking points 
‘+ dnyour view, is Pareto optimality vali 


free, or is it implicitly based on a value judgement? 


* Does language in the expression ‘maximum social welfare! convey values? Is it possible to have value- 


free language? 


‘+ Does the inevitable use of language in the pursuit of economic knowledge complicat 


the job of 
‘economists as social scientists in pursuit of value-free knowledge? 


* Do you think the natural sciences are value-froe? 


+ Do you agree with Myrdals claim that it may be possible te wach ‘objectivity’ in theoretical social 
science by making values explicit? 


+ Do you 


think economics is, or ever can be, completely value-roe? 


on your learning and enhance your understanding of key 
ns lor inquiries that you can undertake on your own or in groups 


topics in this chapter. They are sugge 
ning objectives of this chapter. 


in order to revise the I 


1. Find out if the city or area you live in uses rent controls. If it doesn't, search online and find a city 
‘oF area whore rent controls are in place, Research the effects of the rent controls and evaluate their 
usefulness. Consider subsidies on housing, which is alternative policy that could have been used 
to make housing affordable to people on low incomes. Compare and contrast the two policies and 
try to determine the advantages and disadvantages of each. Using your knowledge of economics, 
determine which of the two policies should be preferred. Justify your conclusion. 


2. Find out il subsidies are granted in your country. If not, find a real-world example of one or more 
subsidies, research the stakeholders invelved and the reasons why the subsidies are given, Evaluate 
the mente of the subsidies by considering the effects of the subsidies on markets and stakeholders 


RAM STYLE QUEST 


1G Myr (1970) Objectivity i Saal Reses, Gerald Duckworth 
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Market.fàilure and socially 

undesirable outcofnes I: 
os 2 


+ Con you think of same goods or services that when consumed or produced cause harm to others even 
though they didn’t consume or produce them? 


* What do you think should be the role of government tc ruduce the harm caused by such harmful actions? 


dhapler we will discover why the m. 
ses In particular we will see how 


ve will also 
‘ming 


jals may have negative impacts on 
sindy how government intervention can help ma 


s overcome their sho 
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5.1 The meaning of 
common pool resources 


LEARMUNG OB. 


Environment problems can be studied by examining 
a special category of resoutees known as common pool 
resources! Common pol resource are resources that ase 
not ownd by anyone do not havea price and area bie 
for anyone to use without payment o any other restriction. 
Examples include lean ai, Jakes, rivers, fish in the open 
seas, wildlife, hunting grounds, forests, biodiversity, the 
fertility of the soil that occus in nature, open pruziny land, 
the ozone layer, the stable global clim. and many more. 


Understanding common 
pool resources 


Common poa! resources: rivalrous but 
non-excludable 


Common joo! resources differ fro any other kind 
of resource or good, because they possess a special 
combination of characteristics: they are rivalrous and 
now-exeludable. To understand what these terms mean, 
itis useful to consider the definition of private poods. A 
private good bas two characteristics: 


^ Quis rivalrous: its consumption by one person 
reduces its availability for someone else; for. 
example, your computer, textbook, pencils and 


clothes are rivalrous, because when you buy them, 
another person cannot buy the same ones; most 
goods are rivalrous. 


Lis excludable: itis possible to exclude people 
from using the good; exclusion is usually achieved 
by charging a price for the good; if someone is 
unwilling or unable to pay the price, he or she will 
not have the benefit of using it; most goods are 
excludable, 
As noted bove, most goods are rivalrous Common pool 
resources are also rivalrous I we use up clean ait, there is 
Jess left over for use by others; when we catch fish in the 
‘open sea, there are fewer fish left aver for others to catch 
if we destroy the stability oi the global climate, it will not 
be available for use by future generations 


Also, it was noted ihat most goods are excludable, 
However, open pool resources differ because shey have 
no price or any other means of excluding users; anyone 
can use them without payment or other restriction 
therefore they are non-exchudable, Non-excludable 
‘means it is not possible to exclude someone from using 
a good or resource, 


Common pool resources ara rivalrous but non- 
oxcludablo, This combination poses serious 
throats to the environment. Rivalry means that 
the use of resources reduces thair availability 
for others. Non-excludability means that the 
resources can be used abundantly without 
restrictions and therefore may be overused, 
degraded and dep ied. 


“There is no end to examples of overuse, depletion and 
degradation of common pool resources. When factories, 
homes or cars use fossil fuels that emit pollutants 

into the atmosphere or into oceans, rivers and lakes, 
they 'averuse” a portion of these natural resources 
without paying for them. Some of these activities pive 
rise to global warming, with likely devastating effects 
on agriculture, health and ecosystems; this involves 
“overusiny’ the benefits provided by a stable global 
climate. When fish are overfished, the fishing industry 
uses up an excessive amount of the global stock of fish 
and disrupts the marine ecosystem. Similarly, when 
forests are cleared to create land for use in agriculture 
for for the sale of timber iy the lumber industry, ther 


"ry be noted Bat in the resi sylabus these were noun as common access resources The trm was changed a common poo! 
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are huge consequences in terms of Joss of biodiversity 
and threats to wildlife, the ozone layer and the global 
climate. Land is being overgrazed because of excessive 
grazing; arable land is lost because of soil erosion 

and salinisation: wildlife is endangered because of the 
destruction of zatural habitats due to the encroachment 
of setters and agriculture. [n all these case common 
pool resources are used and overused, leading to serious 
environmental degradation and depletion. 


Common pool resources: The tragedy 
of the commons 


"The tragedy of the commons is a story abaut cattle that 
feed on a fertile pasture that is owne ia common by a 
group of herders (cattle owners) ' the beginning each 
herder had a small number of catie and all the animals 
had plenty of space and gris on which to feed, As this 
was a profitable business, cach herder began to increase 
the number of cattle proving on the pasture. But as the 
cattle increased, aier some time the pasture became 
overlilled with gruing cattle that had to increasingly 
compete with each other for food that was becoming 
more and more scarce, In the end the grass was all gone, 
the soil was eroded and the pasture could no longer be 
used or pra 


This story allows us to better understand the concepit 
of rivalry and non-excludability The fertile pasture is 

walrous because whatever grass is eaten by ons animal is 
ot available for another, Itis ao nones ludahle since 
‘one herder cannot exclude others from using it. This 
story is used by environmentalist: to Uusrate the overuse 
of a resource when there are no resinctions on its use, 


The tragedy of the commons has been challenged by the 
ideas of Elinor Ostrom, that ve will study below under 
the topic Collective slf-guvernance as well asin Theory 
of knowledge 5.1 


Sustainability and common 
pool resources 


‘As ve know from Chapter 1, sustainability in 
connection with the environment refers to the use of 
resources in ways that do not result in fewer or Los 
quality resources for future generations. Sustainable. 
production is production that uses resources in a 
sustainable way, in other words by not degrading or 
depleting them. By contrast, unsuctsinable production 
refers to production that uses resources unsustainably, 
depleting or degrading them. 


Sustainable production: maximum 
sustainable yield of common pool 
resources (Supplementary material) 


A sunple example shown in Figure 5.1 (a) illustrates the 
meaning of sustainable and unsustainable production 
and resource use. Fish in the open seas are a common 
pool resource that anyone has access to without 
Payment. The horizontal axis measures the number 

of fishing boats, and the vertical axis measures the 
quantity of fish caught in tonnes. The first, second and 
third boats cach catch 4 tonnes: therefore, in this range 
of "constant average yield (yield refers to the amount 
of output), the three bow: together catch 12 tonnes, or 
tonnes cách on average, 
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lustracng sustainable and unsustainable 
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When a fourth boat goes out to sea, it brings back only 
3 tonnes of fish; this transitcs into a smaller quantity 
fof ish caught by each hoat on average, The four boats 
together have caught 15 tonnes, or an average of 


375 tonnes 


TS ed of ou 
When ht bont ial ef al 
Toe d ngs he uefa 
tone (=), Wilh he th bont, holon 
ibe range of ovetig wom, bnt 
chon poes aut grt sean 
Erst pour on 


What happens if a seventh boat goes cut? The total 
amount of fish caught by the seven boats together 
(17 tonnes) is Jess than what was caught by 6 boats 
(18 tonnes), As the graph indicates in this range of 
“absolutely decreasing yield, as more and more boats 
po fishing, the total wacunt of sh they bring back 
becomes less and les 


‘This example iustrates that the fish were plentiful 
for the first three boats, but with the addition of 

the fourth, fishing became more dificult because it 
began to put pressure on the supply of fish in the 
occa. As the supply of fish was more and more 
depleted, it became increasingly dificult to catch fish, 
so the average quantity of fish brought back rell with 
the addition of each boat, Finally, with the addition 
of the seventh boat, the fish supply was everused the 
fish population was no longer able 9 reproduce itself, 
and therefore the quantity of fish in the ocean began. 
to drop 


Figure 5.1(b) shows thot the point of maximum yield 
of a common pool resource is the resouree' maximum 
sustainable yield. This ts the maium uve that can 
be made of the resource that i alvo sustainable, tn 
that the resource can reproduce itself. All points to 

the left of the maximum sustainable yield indicate 
sustainable levels of use: points to the right indicate 
unsustainable use, meaning that the resource is being 
depicted or degraded. The further to the right, 
prenter the resource depletion or degradation, In ihe 
real world, many common pool resources are used 
‘unsustainably, i.e. to the right of their maximum 
sustainable yield. 


Note that while it is an easy matter to discuss the 
maximun sustainable yield of a resource in theoretical 
terms as we have done bere, it is very difficult in practice 
o deterine what this actually is for any resource. 


Sustainable resource use means that resources 
are used at a rate that allows them to reproduce 
themselves, so that they do not become 
degraded or depleted 


A note on renewable and 
non-renewable resources, and 
sustainability 

Non-renewahle sesources are those resources that do 
‘ot last indefinitely, because they have a finite supply 
(they need tcn of thousands or millions of years 

to reproduce themselves). Examples include metals, 
minerais and fossil uel, such as oil, natural gas and 
cosi, Many of these resources, with the exception of 
fossil fuc, do not get destroyed through their use, 
and so through effective recycling could be made to 
last indefinitely. By contrast, fosail fuels are destroyed 
When used, and moreover have devastating effects on 
the earth's atmosphere, the global climate and the 
ozone layer 


Renewable resources are those resources that e 
last indefinitely if they are managed properly (not 
overused), because they are reproduced over relatively 
short periods of time by natural processes, Examples 
include forests, wildlife, fish, biomass, water resources, 
geothermal power, soil fertility and biodiversity 

‘The idea of sustainable resource use applies mainly 

to renewahle resources, because given appropriate. 
‘manageusent, these resources can be made to last 
forever. On the other hand, through mismanagement 
‘or overuse, these resources become depleted and. 
degraded, indicating unsustainability 


"The idea of sustainable resource use does nol apply to 
non-renewable resources, such as fossil fuels. Ir resource 
are non-renewable, they could be used sustainably only 
if they were not used at all. On the other hand, as we 
"VL sce in the pages that follow the idea of sustainability 
is relevant to fossil fuels when referring to the negative 
externalities that are ereated by their use. 
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1 Provide exarnpies of common pool resources, 
making reference to their overuse 


2 a Define common pool resources using 
the concepts of rivalry and non- 
excludability. 

b Explain how these characteristics 
Pose a threat to the environment. 

< Outline how these characteristics can. 
be illustrated by the tragec of the 

3 Outline the meaning of sustainable 

production. 

A a In discussions of common pool 


resources, thara is an emphasis on 
their overuse rather than their use. 
Explain why. 


Explain why cutting down a small 
amount of forest over an extended 
period of timo may be consistent 
with the concept of environmental 
sustainability. 


5.2 Market failure and 
externalities: diverging 
private and social 
benefits and costs 


LEARNING OBJECTIVES 


Introducing market failure: 
the failure of the market to 
achieve allocative efficiency 


‘Our discusion in previous chapters has shown that. 
free, competitive market economy gives rise to a number 
o desirable outcomes In Chapter 2 we learned that 

in a free competitive market, when the price of a good 
adjusts to make quantity demanded equal to quantity 
supplied, the equilibrium quantity reflects the "best or. 
optimal allocation of resources to the production of that 
good. This condition is known ax allocative efliciency, 
achieved when marginal benefit equals marginal cost 
(MB = MC), or when social surplus is maximum. 


However, the achievement of these outcomes depends on 
very strict and unrealistic conditions that are practically 
never met in the real world, Therefore, in reality, the free 
market most ofen fai to achieve these highly desirable 
results The study of market failure focuses on one 
particular failing: the free market's inability to realise 
allocative eficiency in a variety of circumstances. 


Market failure does not necessarily lessen the market's 
significance as a mechanism that can advance the well- 
being of societies; instead, it suggests that for markets 
to realise their potential, they must be supported by 
appropriate government policies. Allocative efficiency 
is a concept used by economists to identify real- 

world situations that difer from the ideal of a perfect 
allocation of resources. Once these are identified, it 
is possible to design government policies aimed at 
reducing the extent of the inefficiencies. 
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Market failure refers to the falure of the 
market to allocate resources efficiently. Market 
failure results in llocative inefficiency, where 
too much or ioo little of goods or services are 
produced and consumed from the point of view 
of what is socially most desirable, Overprovision. 
of a good means too many resources are 
allocated to its production (overallocation); 
‘nderprovision means that too few resources ore 
allocated to its production (underallocation] 


TEST INDI 


mE 


^ Using a diagram, and the concepts of 
consumer and producar surplus, and 
marginal benefits oc marginal costs, 
‘explain the meaning of allocative efficiency. 


2 Explain, in è general way, the meaning of 


market failo, 


The meaning of externalities: 
diverging private and social 
benefits and costs 


Understanding externalities 


When a consumer buys and consumes a good, she or he 
derives some benefits, When a firm produces and sells 

a good, it incurs cost, Someliries the benefits or costs 
spill over onto other consumers or producers or society 
as a whole, who have nothing to do with consuming or. 
producing the good. When this happens, there is 

am externality. 


An externality occurs when the actions of 
consumers or producers give rise to negative or 
positive side-effects on ather people who are 
hot part of these actions, and whose interests 
are not taken into consideration. 


"The other people feeling the effects of an externality 
are often referred to as third parties’. If the side-effects 
on third parties involve benefits, there arises a positive 
externality, also known as external (or spillover) benefit; 
if they involve costs, in the form of negative side-effects. 
there arises a negative externality, also known as external 
(or spillover) costs. 

Externalities can result ether from consumption 


activities (consumption externalities) or from production 
activities (production externalities), 


Marginal private benefits and costs, and 
marginal social benefits and costs 


"To fully understand externalities, let's return to the 
demand and supply curves we studied in Chapter 2, As 
we know, the demand curve ix also a ‘marginal benelit 
curve’ where marginal benefit is the benefit received by 
consumers for consuming one more unit of the good (see 
F 7, Chapter 2). Since the benefits derived from 
consuming the good go to private individuals, who are the 
consumers buying the pood, the demand curve represents 
marginal private benefits, shown as MPB in Figure 5. 


" 


S- MIC MSC 


allocative efficiency 
s achieved 


Figure 5.2: Demand, supply and allocative efficiency with no 
externalities 


The standard supply curve reflects fms costs of 
production, speciieally marginal costs (sce Figure 2.17) 
Marginal cora the cost to producens of producing 
one more unit of the good. The supply curve therefore 
represents marginal private costs, appearing as MPC 
in Figure 52 
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Now, if there are no externalities, o the actions of 
buyers and sellers do no: produce side ect on third 
parties, the marginal private benefit (D) curve and 
marginal private cost (S) curve determine an equilibrium 
Prive and quartuy that reflect a mca! aptum, Where 
There is allocative eflicieney. In Figure 5.2, these are Pag 
and Qep: A social optimum refers toa bei situation 
from thie point of view of allocative efficiency. C, i 


known ax socially optimum output, 


owever, there is an externality, additional benefits 
or additional costs affecting third parties arise, and the 
full benefits or full costs to society differ from the private 
ones, These involve margina social benefits (MSB) that 
differ from marginal private benefits or arginal social 
casts (MSC) that differ from the marginal private costs, 


When this occurs the equilibrium price and quantity 
determined by the intersection of the demand (MPB) 
curve and supply (MPC) curve is no longer a social 
optimum, because allacaive inefficiency is introduced by 
social benefits or costs that differ from private ones 


Ina diagram, social benefits appear às a marginal social 
benefit curve, MSH, representing the full benefits to 
sovity from the consumption of à good, and social 
costs và marginal social cost curve, MSC, representing 
the full costs to society of producing the good. When: 
MSB and MSC ate equal to each other, there is a social 
optimum in which allocative efficiency i realisa 


Figure 5.2 shows the case where there aren extemal 
benefits or external costs (to externalities), Therefore 
D= MPB= MSB, and S= MPC 

marginal private costs (MPO) refer to costs to 
producers of producing ene more unit of a good 
marginal social costs (MSC) refer to costs to 
society of producing ane more unit of a good. 
marginal private benefits (MPB) refer to 
benefits to consumers from consuming one 
more unit of a good 

marginal social benefits (MSB) refer to benefits to 
Society kom consuming one more unit of a good. 


When MSC = MSB, there is allocative efficiency 
and sozially optimum output is produced. When 
thera is no externality, the competitive free. 
market leads to an outcome where MPC = MSC = 
MPB = MSB, as in Figure 5.2, indicating allocative 
efficiency, An externality creates a divergence 
between MPC and MSC or between MPB and 
MSB. When there is an externality, the free 
market leads to an outcome where MPB = MPC, 
but where MSB is not equal to MSC, indicating 
allocative inefficiency. Either too much or too litle 
is produced relative to the social optimum. 


You should note that the condition MSC 7 MSA is the 
same ax MC= MB wien there are no externalities In 
Chapter 4 we referred to MC 7 MI as the condition for 
allocative efficiency because we were considering markets 
With no market failures 

We will examine four types of externalities: 

* o negative production externalities 

+ negative consumption externalities 

^ postive production externalities 

‘+ positive consumption externalities, 

‘The first two of these, negative externalities of production 
and consumption, will be examined in the prevent 
chapter. The last two, positive externalities of production 
and consumption, will be examined in Chapter 6. 


"The present chapter will also examine in more detail the 
topi of common poo! sources, introduced above, which 
are very closely rlatd to negative externalities 


Outline the meaning of an externality, 
Use the concept of allocative efficiency 
to explain how externalities relate to 
market failure. 

Explain the difference: 

between marginal private benefit and 

marginal social benefit, and 

b between marginal private cost and 
marginal social cost. 

State what condition of perfect markets is 

Violated, leading to allocative inefficiency, 

when thers is an externality. 
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5.3 Negative production Explaining and illustrating 
negative production 


externalities 


Negative production externalities refer to external costs 
created by producers. The problem of environmental 
pollution, created as a side-effect of production activities, 
is very commonly analysed as a negative production. 
externality 


Consider a cement factory that emits smoke into the 
air and disposes its waste by dumping it into the ocean, 
‘There is a production externality, because over and above 
the firm's private costs of production, there are additional 
costs that spill over onto society due to the polluted air 
and ocean, with negative consequences for the local 
Inhabitants ssnmers sea lf, the fishing industry and 
the marine ecosystem. This is shown in Figure 5.3, where 
the supply curve, 7 MPC, rellects the frm’ private 
costs ol production, and the marginal social cost curve 
given by MSC represents the full cost to society of 
producing cement, For each level of output, Q, the social 
cing cement given by MSC are greater 

s private costs The vertical difference 
between MSC and MPC represents the external coss, 

nce the externality involves only production (the supply 
curve), the demand curve represents both marginal 


pate baka gis tot 
pe 
D ff atomi 
^ 


o age Qm o 


Figure 5.3 


ative production extemalty 


igure 5.3 illustrates a general point that you should keep 
in mind whenever you examine (or draw) an externality 
diagram: the free market outcome is determined by the 
intersection of MPB and MPC, resulting in quantity Qu, 
and price P The socially optimum (or ‘best’ outcome 
is given by the intersection of MSA with MSC, which 
determines quactity Quy and price Zug 


———__ EEE Eee 
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We can draw an important conclusion from the negative. 
externality in Figure 5.3: 


When there is negative production externality, 
the free market overallacates resources to the 
production of the good and too much of it is 
produced relative to the social optimum. This 
{shown by Qu > Opi and MSC > MSB at the 
point of production, On, in Figure 5.3. 


a Welfare loss 


Msc 
T A" 
Ime MEC 
Pel 
[4 welfare loss 


The welfare loss of negative production 
externalities 

Welfare loss 

Whenever there is an externality, there isa welfare 


loss, involving a reduction iu social benefits, due to the 
misallocation of resouress 


1n Figure $,4(a), the shaded area represents the welfare 
loss arising from the negative production externality. 

For all units of output greater than Qop, MSC > MSA, 
meaning that society would be better off if less were 
produced, The welfare loss is equal to the difference 
between ASC and MSB for the amount of output 

that u overproduced (Qm - Qype) I is a loss of socia 
benefits due to overproduction of the good causes by the 
externality, If the externality were corrected, vo that the 
economy reaches the social optimum, the Jos of benefits 
would disappear, It may be useful to note that the 

point of the welfare loss triangle always ties at the Qapi 
quantity of output. 


Calculating welfare loss (HL only) 

Figure (b) is similar to 5 (1) except that it includes 
figures that allow us te calculate welfare lost To find the 
area of the shaded tsianple, we take the height times the 
width of the trai and divide it by 2, Note that 

the height of the iangle is equal to the external cost 
per unit, oF MSC- MPC, and the width is equal to the 
amount of overproduction by the market or Oy, - Qu 


1x30 


(6-4) 100-70) 


Weare los H 2 


si 


Welfare loss in relation to consumer and producer 
surplus (Supplementary material) 

We can use the concepts of consumer aad producer 
surplus to understand the welfare loss due to the 
externality In Figure $4), in market equilibrium, 


D « MPa « MSB 
o Tr On G] 
b Calculating welfare loss (HL ony) 
»( 
E msc 
4 se MC 
4 
D 
De MPB « MSB 
o 70100 Tonies) 
Q Qm 
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Figure 5.4: Welfare loss in a negative production externality 


consumer surplus is equal to areas a + b + + d, while 
producer surplus is equal to areas f + p+ h, The value 
‘of the external cost is the difference between the M 
and MPC curves up to Qp (the quantity produced by 
the market) and is therefore equal to c + d +e + g + h. 
‘The total social benefits in market equilibrium are equal 
to consumer surplus plus producer surplus minus the 
external cost: 


no 
thtre 
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At the social optimum, or at Ogg and Popy, consumer 
Surplus is equal to area £, und producer surplus is equal 
to area b + £ The extemal cost is now equal to zero. 
‘Therefore, the total social benefits are equal to consumer 
surplus plus producer surplus 

mn 
Comparing total social benefits at the market 
equilibrium and at the social optimum, we find that they 
pic smaller at the market equilibrium by the area c, This 
iK the welfare low, 


Negative production 
externalities and overuse of 
common pool resources 


‘The concept of negative externalities that we studied 
above can be used to illustrate the problem of 

‘overuse of common pool resources and its effects 

‘on sustainability, For example, in the negative 
production externality diagram of Figure 5.3 the 
difference between the MPC and MSC curves can 

be interpreted as the external cost arising from the 
cement factory overuse of clean air, water and sea 
life on account of its dependence on fowil fuels; it ean 
also be interpreted as the cost to society of causing 
plobal warming (destroying the stability of the giobal 
timate, which is also a common pool resource! The 
burning of fossil fuels creates external costs in terms 
of overuse of common pool resources. 


IF it were possible to make the cement factory pay 
for the overuse of these resources the producer 
would not necessarily stop its polluting activities 
entirely, and would not stop ving common pool 
resources, However, it would stop averusing them, 
thus leading to à sustoianble use of common pool 


Figure 53 con be used to illustrate the overuse 
of many comrion pool resources as a negative 
production externality. For example, if the S = MPC 
curve represents the private costs of a fishing firm 
that fishes in the open seas, the external costs would 
be depletion of the stock of fish, and environmental 
damage due to disruption of the marine ecosystem, or 
the common pool resources that the fishing Grm has 
‘overused but not paid for. The costs to society of the 
firm's fishing activities are given by MSC, which are 
the private costs plus the external costs, 


Using a diagram, show how marginal 
private costs and marginal social 
costs differ when there isa negative 
production externality, 


b Explain the difference between the 
equilibrium quantity determined by the 
market and the quantity that is optimal 
from the point of view of society’ 
preferences. 


c^ Describe the problem with the 
allocation of resources achieved by 
the market when there is a negative 
production externality. 


d Show the welfare loss created by the 


negative production externality in your. 
diagram, and explain what this means, 


Provide examples of negative 
production externalities. 


b Using diagrams and examples, expla 
how negative production externalities 


common pool resources. 


Policies to correct negative 
production externalities and 
prevent overuse of common 
pool resources and their 
evaluation 


‘We wil examine and evaluate a variety of policies to deal 
‘with negative production externalities and overuse of 
common pool resources, 


Market-based policies I: indirect 
(Pigouvian) taxes 

An important group of policies that can be pursued 

by govemments rely on the market to correct negative 
production externalities ud promote sustainable use of 
Sommon pool resources. Market-based policies work by 
changing the inceniives laced by firma 


Jn one such approach the government could impose an 
indirect tax on the firm per unit of output produced. 


12) 


Copyright Material - Review Only - Not for Redistribution 


5. Market failure and socially undesirable outcome 


“This is known asa Pigouvion tux (or Pigovian tx), fter 
the English economist Arthur Cecil Pigou who was the 
first to propose the ids of imposing a tax in onder to 
Correct a negative externality. In Figure 556a) the tax 
results in an upward shift of the supply eure, ftom 

S= MPC to MSC (=MPC + tax), The optimal (or best) 
tax policy is to impose a tax that is exactly equal to the 
external cost, so the MPC curve shifts upward until 
overlap: with MSC, The new, after-tax equilibrium is 
ive by the intersection of MSC and the demand curve, 
D=MPB =MSB resulting in the lover, optima! iuit of 
the good produced, Quyi; and higher, optima! prise, Pap: 
Note that whereas the indirect taxes discussed in Chapter 
introduced allocative inefficiency, indirect taxes in the 
present contet are intended to Jd o allocative efficiency 


Bearing in mind our discussion of indirect taxes in 
Chapter 4, you may note that ^y is the price paid by 
consumers, or P, while the price received by producers is 
Pp, Which is equal to P, minus tax per uni 


Market-based policies Il: carbon taxes 


Carbon tases are a kind of tax designed to deal with what 
is perhap the single most pressing and complex threat to 
the global ecosystem: global warming, caused by emissions 
of greenhouse gases, the most important of which is 
carbon dioxide. When we speak of the contribution of 
incenlvouse pases to global warming, we refer to hoe 
ases emitted by man-made processes, and spesilically by 
the burning of fossil fuels (oil, coal and ratural pas), 


There are two key measures under discussion in the global 
community to deal with the problen: of carbon dioxide 
emissions: carbon taxes and tradable permits (see below) 


The carbon tax is a tax per unit of carbon emissions of 
fossil fuels Fosil fuels do st all emit the same amounts 
‘of carbon when buracd. therefore the carbon tax is 
calculated on the hasis of how much carbon the fuel 
emits: she more curhor emitted, the higher the Lx. This 
can be illustrated by the same diagram used to show 

the effects of a tax per unit of output, in Figure $6) 
Following the imposition of the tax, firms must pay 

the higher price to buy the fossil fuel. This appears in 
Figure $.5(a) as the familiar upward shift in $ = MPC 
toward MSC because of the firm's higher costs of 
production, but this has further consequences. Since 
thene are other substitute energy sources with lower 
carbon emissions (thus taxed at a low1 sae) or that 

do not emit carbon (f they are net fossil fuels, thus not 
taxed at ll) the increase in the price of the high-carbon 
Fuel creates incentives for fis to switch to other, less 
polluting or non-polluting energy sources. 


a Imposing an indirect tax on output or on pollutants 


oam 8 


b Effects on extemal costs of a tax on emissions. 
(eatbon tas) 


MS e re sae 


o RO. 8 


e Tradable permits 
L Softail 


DE 


^| 


D E 
Figure 8.5: Mivkat bated polices to correct negative 
production extemalties and promote sustainable use of. 


‘The result is that if the firm switches to alternative, 
Jess polluting resources, Qop in Figure 5.3 will crease, 
because the external costs of producing the output will 
become smaller This can be seen in Figure 5,5(b), where 
the MSC curve shifts from MSC, to MSC;, indicating 
‘that the external costs are lower due to the use of the 
less polluting resources, With the fall in external costs, 
the optimum quantity of output increases from Qi 
o igi (Note that this also involves a lower tax on 
pollutants, shown by the smaller distance between the 
demand curve and MSC.) 


Carbon taxes ace used in many countries as a method. 
to reduce poliston, for example, Denmark, Finland, 
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France, Ireland, Japan, Mexico, Poland, Sweden, as well 
as some states in Cana aad the United States and more, 


A tax on carbon (or on emissions generally has 
the effect of creating incentives for producers to 
reduce the amount of pollution they create by 
purchasing less polluting resources [such as fossil 
fuels), and to switch to less polluting technologie: 
(alternative energy resources) This reduces the 
size of the negative externality and increases 

the optimum quantity of output. A tax on the 
output of the polluter does not have this effect; 
it corrects the overallocation of resources to the 


good, reducing the quantity of output produced. 


Market-based policies Ill: tradable 
permits 

Tradable permis, aio known as cap and ade schemes, 
area policy involving permitto pollute sued to irm. 

bya governamen or an international body Thee permits 
to pollute con be traded (bought and vo) in mare. 
Consider a number of firms whose production pollet 
theeuvronment, The government grants each rm > 
Particular number of permits tor nghi) produce 

E particular eve of pollutants over a piven Hime 

period, The permits to pollute can be bought and wold 
among interested firma, with the price of xmi being 
determined by supply and demand. I a lira can produce 
iis product by emitting a lower vl of pollutants than 
Ahe level et by iw permits ican c iws extra permits 

in the market, I'a firm needs to emit more pollutants 
than the evel set by its peru i can buy more permits 
in the market 


Figure $5(¢) shows a warket for tradable pollution 
permits. The supply uf permits i perfectly inelastic 

(i.e. the supply curve is vertical), as it is fixed at a. 
particular level by the government (or an international 
authority if several countries are participating). For this 
policy to effectively reduce the kevet of pollution, the 
‘ota pollution that is permitted based on the pollution 
permits must be les than the amount of pollution 
treated with no permits, The fixed supply of permis is 
distributed tø firms. The position of the desu d-lor- 
permits curve determines the equilibrium price As an 
economy grows and the firms increase heir output levels, 
the demand for permits is likely to increase, as shown by 
the rightward shift of the demand curve from D, to Dz 
With supply fixed, the price of permits increases from 
Pito Pa 


‘Tradable permits are like taxes on emissions in that they 

provide inccatives to producers to switch to less polluting 

resource: for which it is not necessary to buy permits. 

I a ie finds a way to reduce its emissions, it can sell 

its permits thus adding to profits Permits are therefore 

intended to reduce the quantity of pollutants emitted, 

"hus reducing the size of the negative externality, and 
easing the optimum quantity of output produced, by 

Shifting the MSC curve upward toward MPC, as shown 


Tradable permit schemes may be set up within a country, 
such as Kazakhstan (2013), Switzerland (2008), New 
Zealand (2008); or within a groups of countries such 

as the European Union Emissions Trading System 

(EU ETS) 2005); or internationally such as the Paris 
Agreement (2016: ses below International agreement) 
‘Tradable permits are hotly debated together with carbon 
tyes see Real World Focus 5.1 


You may note in your reading about tradable permits 
thot they are referred to as an Emissions Trading 
System (ETS), 


Advantages of market-based policies 


Economists usually prefer the market-based solutions to 
government regulations to deal with negative production. 
externalities and overuse of common pool resources, as 
Jong as the particular externality permits the use of such. 
policies, Both taxes and tradable permits have the effect 
of inernalii the externality, meaning that the costs 
‘that were previously external ane made intemal, because 
they are now paid for by producers and consumers who 
are parties to the transaction. 


In the case o taxes, axes on emissions seh as the carbon 
tax are superior fo taxes on output Taxes on output only 
provide incentives to producers to reduce the quantity 

of output produced with a given technology and given 
polluting resources, but not o reduce the amount 

‘of pollution they create or to switeh to less polluting 


Taxes on pollutants emitted provide incentives to firms 
to cconomise on the use of polluting resources (such as 
fossil fuc) and use production methods that pollute 
ess, Firms do not all face the same costs of reducing 
pollution: for some, the costs of reducing pollution are 
Tower than for others, and these will be the ones most 
likely to cut their pollution missions to avoid paying 
the tax. Firms that fcc the highest costs of reducing 
pollution will be ihe ones least likely fo cut their 
pollutants, ano will pay the tax. The result is that 
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taxation leads to lower pelli levels at a Tower overall 
cost to society since the ras ihat will switch to clean 
forms of energy are the ones that can do it more cheaply. 


Similarly, in the sase of tradable permits, the system 
creates incentives for firms o cut back on their pollution 
if they can do so at relatively low cost. I it is a relatively 
t procedure for a firm to reduce its pollutant 
an it will be in its interests to do so and sell execs 
petits, Firms that can only reduce pollution at high 
will be forced to buy additional permits, Therefore, 
both taxes and tradable permits are methods 
pollution more eflciently (at a lower cost). 


Disadvantages of market-based policies 


Whereas taxes and tradable permits are simple in theory, 
practice they are fagod with norsstous technical difficulties 
While it is known with a reasonable degree of certainty 
at man-made greenhouse gases cause global warming, 
there is tremendous uncertainty in calculating the precise 
contribution of each of these to increases in plobal 
temperatures Ts gives rie to difficulties in designing 
effective carbon taxes and tradable permit schemes 


Taxes 


Taxes face serious practical difficulties that involve 
designing a tax equal in value to the amount of the 
pollution. An efective tax policy requires answers io 
the following questions: 


^ What production methods produce plitans? Different 
production methods create diferen? pollutants tis 
necessary to identify what reti ds produce which 
pollutants, which is technically very diflcull 

^ Which pollutants are Farm? It is necessary to 
identify the harmful pollutants, which is also 
technically dii, and there is much controversy 
among scientists over the extent of harm done by 
sach type of pollutant, 

+ What is ihe value of the harm? It is then necessary 
to attach a monetary value to the harm: how. 
much is the harm done by each pollutant worth? 
This raies questions that have no easy answers: 
who or what is harmed; how is the value of harm. 
to be measured? 


^ What is the appropriate amount of tas? Tuis 
necessary to determine the size of the tax to make it 
equal to the value of the harm 


* How will consumers be affected? Indirect taxes 
are regressive (as you will learn in in Chapter 12) 
meaning that lower income people have to paya 
higher proportion of thei income in tax than 
higher income people, which is considered 
inequitable (unfair), 


A serious problem with carbon taxes is 
that they are usually set too low to make a 
significant impact. According to the OECD 
Secretary General: 


The gulf between today’s carbon prices and the actual 
cost of enussons to our planet is unacceptable Pricing 
carbon correctly is a conerete and csteflectve way 10 
slow climate change (e are wasting an opportunity to 
steer our economies along a low-carbon growth path 
and osing prestu time with every day that passe 


‘The reason i iat it is politically difficult to impose 
carbon taxes that are high enough to make the necessary 
difference, 


Aside from the technical difficulties, there is also a 
‘that even i taxes are imposed some polluting firms may 
not lower their pollution levels, continuing to pollute 
even though they pay a tax, 


Tradable permits 
Tradable permits face the technical limitations regarding 
production methods and pollutants noted ubove for taxes, 
În addition, tradable permit require the government (or 
international body) to set a maximum acceptable level for 
each type of pollutant, called a ‘ap, This task demands 
having technical information on quantities of cach 
pollutant that are acceptable from an environmental point 
of view, which is often not available, If the maximum level 
will not have the desired effect on cutting 
pollution levels If it is set too low, the permits become 
very costly, causing hardship for firms that need to buy 
them. Fo date, tradable permits have been developed for 
justa few pollutants (COs, $03) 

In addition, a method must be found to distribute 
permits to polluting firms in a [ir way. Issues of political 
favouritism may come into play, as governments give 
preferential treatment to their rend and supporters, 


In practice, the most that can be hoped for is a shit of 
the MPC curve toward the MSC curve, as well some 
reduction in the size of the externality, but it is unlikely 
‘that these policies can achieve the optimal results 


"OECD, Few counties are pricing carbon high enough ta meet late target 
Nein oral Tene cols are pong carbon high encugi lr meebcimste- large hbn 
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Carbon taxes vorsus tradable permits: 
how to best limit carbon dioxide emissions 
There is a growing momentum around the 
world to implement carbon pricing in some 
orm. As of 2019 aver 60 countries, states or 
cities had implemented some form of carbon 

icing, either through carbon taxes or through 
tradable permits. A survey of people in five 
countries (Australia, India, South Africa, the 
United Kingdom and the United States) found 
that between 60% (in the United States) and 
80% (n india) supported carbon taxes provided 
these were on a global scale and the revenues 
Were returned to the people cr spent on climate 
projects. 


However, carbon pricing remains unpopular 
among both conswiners and businesses 

Businesses arc often opposed because it raises the costs of production. Others say that its unfair inthe 
event that thay trade with countries that do not have carbon pricing. In Australia, a carbon tax was repealed 
in 2014 on tive grounds that it was destroying jobs. ti often opposed by consumers because it has tho. 
‘effect of raising prices, It has a stronger effect on the poor because it raises household energy prices." 


As market-based methods to reduce emissions, both carbon taxes and tradable permits provide incentives. 
io firms to switeh to loss polluting forms of energy. However, as we have seen they differ in how they 
attempt to do this. Carbon taxes fix the price of the pollutant in the form of a tax on carbon and allow the 
‘quantity of carbon emitted to vary, depending on how firms respond to the tax; cap and trade schemes fix 
the quantity of the permissible pollutant, and allow its price to vary, depending on supply and demand, 


Carbon taxes versus tradable porinits: an evaluation 

+ Carbon taxes mal prices more predictable, Fossil fuel prices in global markets fluctuate 
according to demand and supply. Under tradable permits, the price of fossil fuels might fluctuate even 
more due to flactusticns in the price of carbon permits. Price predictability is important for businesses 
that need to plan ther costs ahead of time, 


+ Carbon taxas are easier to design and implement. Tradable permits are difficult to design and 
implements they involve complicated decisions such as setting the cap at the right level and 
distributing the permits among all interested users. 


+ Carbon taxes can be applied to all users of fossil fuels. Tradable permit schemes often target one 
particular industry, or small group of industries, Carbon taxes can be applied lo all users of fossil fuels, 
including all producers and consumers, 


^^ Carbon taxes do not offer opportunities for manipulation by governments and interest groups. 
Politicians often prefer tradable permit schemes ta carbon taxes, and it is believed that this may be 
because it is easy to manipulate the distribution of permits for the benefit of preferred groups and 
supporters, without affecting the impacts on the environment (because of the cap). 


* hte Mwameseiencedaily eorv/relzases/2019/01/1901 17092554 htm 


‘hp bloomberg com veslatiden DOM Meh pico -carbons 
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* Carbon taxes do not require as much monitoring for enforcement. Tradable permit schemes 
require manitoring of emissions, otherwise firms may try to cheat by emitting more pollutants 
than they are permitted. Carbon taxes are easier to monitor as they only involve payment of a tax 
depending on the type and quantity of fossil fuels purchase 


* Tradable permit schemes face political pressures to set the cap too high. If the cap on pollutants is 
st too high, it would have a very limited cr no impact on reducing carbon emissions. 


are also some arguments against carbon taxes and In favour of tradable permit schemes: 

* Carbon taxes face political pressures to be set too low. Governments may be unwilling to set 
carbon taxes high enough for those to provide the necessary incentives for users to switch to loss 
polluting energy sources. 


+ Carbon taxes cannot target a particular level of carbon reduction, Sinse carbon taxes cannot fix (or 
cop) the permissible leve! of carbon emissions, they lead to uncertam carbon-reducing outcomes 


9 regressive. A rogrossivo tax is one where the x as a fraction of income is higher 
for low-income earners than itis for higher-income earners, and go against the principle of equity 
{see Chapter 12). A carbon tax on a fim is an indirect tax that is paid partly by producers and partly 
by consumers, Therefore, consumers would also be afiected, and lower-income consumers would be 
affected proportionately more. 


Applying your skills 
1. Compare and contrast some key issues surrounding the debate on carbon taxes versus 
schemos. 


2 The World Bank regularly updates tho following site with information on carbon pricing (carbon 
taxes or tradable permito) that countries around the world are either implementing or planning to 
implement. Select one or more counties of your choice and investigate the carbon pricing that h 
boen selected, Research the esparionce of your country or counties with respect to (a) political 
acceptability (b) effectiveness with respect to reducing carbon emissions, (c) any future plans for 
tacking the carbon emissions problem. 


and trade 


‘Source: https//carborpreingdashboard worldbank org 


Government legislation and regulation — * restrictions on emissions of pollutants from 


Government legislation and regulations rely on the 
"command approach, where the government uses its 
authority to enact legislation and regulations in the 
public interest (see Chapter 1 fora discussion of 
comand decision-making). 


Legislation and regulations intended to reduce 
the effects of production externalities and Lit 
environmental damage typically involve emissions 
standards, quotas. licences, permits or outright 
restrictions Examples include: 


factories and industrial production by setting a 
maximum level of pollutants permitted 
requirements for steel mills and electricity 
aenerating plants to install smokestack scrubbers to 
reduce emissions 

banning the use of harmful substances (ep. 
asbestos, a group of minerals that are very toxic that 
is banned in many countries 

issuing licences or permits for particular activities 
(such as hunting) 
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‘+ prohibiting construction (such as housing) or. 
Industry or agriculture ia protected areas 


^ restrictions on the quantity of logging 

^ restrictions in the form of quotas for fishing 
maximum permissible quantity of fish that can be 
caught) or in the form of the size of shipping lets, 
or total bans for specific areas or specifie times of 
the year 


‘+ establishment of protected arcas for the protection 
of biodiversity and endangered ecosystems 


The impacts to lower the quantity ofthe eal 
produced and bring it closer to Quy in Fine $7 by 
Shifting the MPC curve upward towards the MSC 
curve Pollutant and output restrictions achieve this by 
forcing the firm to produce less Requirements to install 
technologies reducing eminons achieve this by imposing. 
higher costs of production du to the purchase of the 
non-polluting choi. Ideally, the higher costs of 
production would he squa to the value of the negative 
externality, The government's policy objective to 

make the MPC curve shift upwards until it coincides 
withthe MSC curve, in which cuse Qi produced, 
price increases from Py 10 Py, and the problem of 
overaliocation of resources to the production of the 
ood is corrected. I polluting firms do not comply with 
the regulations, they would have to pay fines 


D» MPB MS 
0 Qe. @ 


Figure 5.7: Government regulations ta correct negative 
producton «iemalite and promote sustainable use of 
comman poal resources 


Advantages 
‘Legislation and regulations including restrictions such 
as in the examples above, have the advantage that they 
are simple to put into effect and oversee. They are easier 
to implement compared to market-hizad polices and 


avoid the technical dificulties that arise in the use of 
market-based solutions. They can also be quite effective, 
For example, banning harmful substances, or prohibiting 
hunting in certain areas, or restricting the quantity of 
logging (chopping down trees) may be the most effective 
way to deal with certain problems. Moreover, regulations 
force firms to comply and reduce their harmful activities 
(sich market-based policies may not always do). For. 
these reasons, regulations are far more commonly used 
as a method to limit negative externalities of pollution in 
countries around the world, 


Disadvantages 

However, they also face limitations, In the ease of 
emissions of pollutants, they do not offer incentives 
to reduce emissions by using less polluting resources, 
o increase energy ficiency and to switch to 
alternative fucks, They cannot distinguish between 
firms that have lower or higher costs of reducing 
pollution, which would limit the overall cost of 
reducing pollution (explained above), The result is 
‘that pollution is reduced at a higher overall cos. 


In addition, although they can be implemented more 
easily they sur from similar limitations as the market- 
based policies (lack of sullicien technical informati 

‘on types and amounts of pollutants emitted), and so can 
in most cases be only partially effective in reducing the 
Pollution created. Finally, there are costs of monito 

and supervision to detect possible violations, leading 
o opportunity costs, and thene may be problems wi 
enforcement. Therefore, such measures can only attempt 
to partially correct the problem. 


Overall, the effeciveness of legislation must be assessed 
in relation to i» particular use for which it is intended, 
as it can be ivore effective in some situations than in 
others 


Correction of negative production externalities 
by market-based approaches or government 
legislation and regulation usually involve shifting 
the MPC curve upward toward the MSC curve 


through a variety of policies. For allocative 
efficiency to be achieved, the quantity of the. 
good produced and consumed must fall to Qapt 
as price increases to Pope! 


Se ‘Quantitative tech 
spp curve 


— 
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Collective self-governance: the 
contribution of Eiinor Ostrom 


The concept of ccitsctive self-governance refers to a 
solution to the s» of common pool resources where the 
users take control of the resources and use them in a 
sustainable way. This concept runs counter to the idea of 
the ragedy of the commons, discussed above, where each 
user makes use of the resource at the expense of otbers 
With the result to ultimately degrade and deplete it. 


Collective self-governance, as the term suggests is net a 
policy that is imposed by the government, It is rather an 
approach to manage resources undertaken by communities. 
of resource users by themselves, becanse they realize that 
itis in their own best interests to work collectively for the 
preservation of resources that are vital to thelr livelihood. 


Collective self-governance a an approach to common 
pool resources was made (arcus by Elinor Ostrom, an 
American political scietis who became the ist woman to 
receive the Nobel Prize m Economics (2009) for her work on 
"he management of common pool resources Ostrom spent 
decades studying how communities onganise themselves 

To manage common resources such as fih stocks, wood, 
lakes, pastures and groundwater burns She discovered 

ot coamunitis often develop complex mechanisms o 
bow to make decisions and how to enforce rules result, 

in outcomes that differ widely from those predicted by 
standard economic theory In an interview in 2010, she sid 


Mf you are in a fishery or have a pasin and yow 
Know your family's long-term hescht is that you 
doni destroy it, and Y ou can taik with the other 
people who une that resource, then you may well 
figure out rules that fit tinai local setting and. 
organise to enforce Ihn. But f the commiity 
doesn't have a good! way of communicating with each 
other or the costs of vel-orgamisation are toa high, 
they won't organise, amd there will be failures" 


Ostrom and her colleagues performed hundreds of 
experiments, which show that when people are users 
ff a common pool resource, they are often able to find 
solucors on how to manage it sustainably, without 
everusing and destroying it, provided they have good 
‘ethods of communication between them? They make 
rules about how each user should behave and contribute 
to the management of the resource, and rules of 
enforcement and sanctions against those who violate 
the rules Many studies by Ostrom and other scholars of 


reallife situations, involving the management of common 
pool resources, confirm the results of these experiments 


However, one requirement for sustainable resource 
management is that there must be boundaries of an 
area (such as a pasture, a wood or a lake, and so on) 
corresponding to the area that the resource users are 
managing. This raises the question whether Ostrom’ 
approach is suitable for dealing with global problems 
such as the oceans and climate change. She herself 
notes the following: 


really despair over the oceans... N's so tempting 
10 go along the coast and seoop up all the fish you 
cam and then move om. With very hig boats yow 
‘ean do that. lini we could move toward solving 
‘that probem, iu right now there are not mam 
instrumental for doing hat. 


Advantage: 
Elinor Ostiom's work has shown that people do 
‘not bays act in the self-interested, narrow manner 
presupposed by the tragedy of the commons Instead, 
by working cooperatively, people can find solutions 
1 the problem of overuse of common pool resources 
Without top-down solutions imposed by governments, 
These cooperative solutions can be achieved in the 
sence of private ownership of resources (emphasised 
by supporters of free market economies where this is 

an essential characteristic) as well as in the absence of 
jovernment-owned property (emphasised by supporters 
of command or planned economies, ee Chapter | for 
these distinctions). Howeve, it is important to have a legal 
system of land rights in place (sce Chapters 19 and 20). 


Disadvantages 
For people to be able to manage common pool resources 
on their owu there are two important conditions that 
‘must be satisfied, they must be able to communicate 
With wach other in order to create rules for the use of the 
common pool resources, and there must be a boundary 
forthe resource, As Ostrom herself admis this is difficult 
for resources such as the oceans. 


Education and awareness creation 


Education of he public and provision of information 
‘garding the polluting activities of firms (or other activities 
With negative extemal effects) often makes consumers tum. 
away from the products, wih negative effects on the firms” 
sales. Asa result the fins are forced to take consume? 


pom 


Korten, Yesmagaine. og, 27 February 201. 


1 The exponents ae carried oi st the Workshop in Pllc Theory and Policy Anwhys t Indiana University where Ostroen was a professor: 
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opinions into consideration and change their production 
methods in order lo reduce hc externalities. 


Advantages. 
The advantage here is that firms are very much influenced 
by the opinions of their customers and want to keep them 
happy, otherwise they wil suller drops in sales. 


Disndvantages 

Tas difficulty with this approach is that it can only mate 
«small difference in terms of solving the proba ef 
production externalities and sustainability: Fos example, 

if there is information about a firm creating significant 
environmental damage in a localised rea (such as causing 
an oil spil that affects the livelihood and health of the local 
inhabitants), consumers may become concemed and boycott 
"e firm for a while. However problems of a more general 
und broader nature, such ns ts use f fossil fus that causes 
climate change plus a hos of other environmental problem 
require solutions on a fir broader senle, In fact carbon taxes 
und tradable permits (iscussed above) ate far more fective 
in tackling problems of this kind. 


International agreements 


Policies are made mainly by national governments, 
However, negative production externalities and the 
‘overuse of common pool resources very often hune. 
international repercussions in which case co-oper 
among governments and international agreements are 
crucially important to control and preven negative 
consequences on certain resources, such à the global 
climate and the ozone layer. In addition, co-operation. 
among governments is very important for the 
development and diffusion of new technologies intended. 
to deal with global environmental issues. Co-operation. 
between governments may be global or regional 


For example, the ovine layer has suffered ozone depletion, 
leading to reduced protection against the sun's ultraviolet 
radiation. This resulted from human activities involving 
the production of nitrogen oxides and chlorofluorocarbons 
(CFCs). The ozone layer is a common pool resource. 
No nn: owns it, and no one can claim damages for it 
dcsirüction. The responsibility or its destruction liss 
With polluting activities within virtually every country, 
and the consequences of its destruction are felt globally. 
The same considerations apply to the global climate. 


One of most succesful examples of international 
collaboration for the environment iz the Montreal Protocol, 


signed in 1987 aud coming into effet in 1989, intended to 
phase out substances that have caused depletion of the ozone 
layer By 2009, all member states of the United Nations had 
rais te agreement, and significant progres has been 
made in the area of phasing out ozone-depleting substances 
Another sucessful example of a regional collaborative 
arrangement is the European Union’ tradable permits 
Scheme for carbon, known as the European Union. 
Emissions Trading System (EU ETS), which was initiated in 
January 2005, The scheme covers the sectors of power and 
heat generation, oil refineries, metals, pulp and paper, and 
energy intensive industry. In this system, one permit, or EU. 
Allowance (EUA) permits the older to release one tonne 
‘of carbon dioxide Each enutter of carbon is allocated 
EUA which are traded in a rapidly growing carbon. 
market, The EU ETS is the comerstone of the European 
Unionis policy on climate change. According to a major. 
study, while us has helped in reducing carbon emissions it 
has not had negative impacts on the economic performance 
of fine in terms of revenues, profits and employment 


Another major, but less successful international agreement 
Tor the environment was the Kyoto Protocol of 2005 

2012. Its objective was to make signatory co 

commit themselves to reduce emissions of 
and other greenhouse pases o slow down climate change. 
also contained provisions for the development of a 
‘market of tradable emissions permits The counties 
that signed were divided into developed and developing. 
Only the developed countries had emissions restrictions 
The developing countries participated by investing in 
project that were supposed to lower their emissions The 
United States, which sa the country with the highest 
greenhouse as emissions, did not sign the Kyoto protocol 
fon the proud hat it was facing unfair competition since 
developing countries did not face restrictions. China, the 
second hiphest greenhouse emitter, did not participate 
asi was not in the group of developed countries, 

Many environmental specialists argued that the agreed 
reductions in emissions were too small to have sufficient 
impact on the problem of global warming. 


In 2016, the Paris Agreement came into effect, initially 
signed by 55 partiex which reached 197 by 2019. The 
purpose of the agreement is to strengthen international 
co-operation on climate change, based on the goal of 
limiting the global temperature incrvase to 1.5%. In 
addition it aims o increase the ability of countries to 
adapt to negative effects oi climate change It establishes 
binding agreements on all parties to pursue measures 


"hain aed nals 


— 
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nhouse emissions, 
to pursue measures of their choice but countries. 
ets for emission reductions must be more ambitious its inl 
than earlier ones The members have agreed to track Novetsber 
their progress nd report this to cach other, to co-operate 


support for climate action to developing 

une 2017, the United States announced 

on to withdraw from the Paris agreement with 
020 the effective date of withdrawal. 


YOUR U 
1 For each of the examples you provided i © Identify some dificulies that 
question 2a) in Test your understanding 5.4, governments face in designing market- 
State and explain some methods) thot could based methods 
Be bad so consc MSE 5 a Define collective self-governance and 
2 Outline the three types of markot based discuss this as a method to deal with 
policies that can be used to correct a negative overuse of eominon pool resources 
Production externally, b Outline some posible limitations that this 
3^ Using a diagram, show how a negative approach faces, 
production externality created by the Use of —— 5 i pes why " 
eduction external erated by he plo why taxes on emissions such as 
TM fMi eR REY ies ef ubon taxes and tradable permits are 
^ taxes on output, similar with respect to their objectives 
Scie icine (Hint: think about incentivos. 


b Describe how they differ from taxes on 


E Able peri, a output of the firms creating negative 


legislation and regulation externalities, 
Discuss some advantages and disadvantages c Identify the policy that is preferable from 
of each of these types of policy mesuras. the point of view of reducing the external 


costs of a negative production externality 


4 a Outline the meaning of and identity a eal pepe mat 


policies that ‘internalise an eternalit 

7 Using examples, explain under what 
circumstances international co-operation 
among govarnmants is essential for the 
proservatior ei the environment. 


b Compare and contrast market-based 
methods and command methods [such as 
legislation and regulations) to deal with 
negative production externalities. 


A pesticide known as sulfoxaflor is widely used to kill insects 
in agriculture. In 2013 it was approved by the Environmental 
Protection Agency (EPA) to be used in the United States. 
However, as sulfoxaflor was known to be toxic iz bees, the 
EPA recommended that it should not be used when crops are 
flowering, which is when they attract bees. 


Soon after, a number of beekeeping groups sued the 
EPA arguing that the use of sulfewatior would worsen the 
problem of the declining bee population. As a result, a 
US federal (national) court car celled the EPA's approval 
of sulfoxaflor on the grounds that there was insufficient 


Figure 5.8: Dead bees that died by pesticides 
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evidence that i was not harmful to bees. In 2015 the EPA stopped allowing the sale of sulfoxaflor in the. 
United States. 


However, in 2016, the EPA reapproved the use of sulfoxafiar, but excluded crops that are attractive to bees 
and that flower at various times throughout the year. In addition, the EPA allowed the more general use of 
sulfoxaflor on an ‘emergency’ basis. The EPA has tha authority to grant such exemptions even for pesticides 
that are not officially approved, in the event of a sudden appearance of insects that damage crops. 


in the period 2017-2018, the EPA approved more than 100 ‘emergency exemptions! for sulfoxaflor. In 
2018, it was used on aver 16 million acres cl farmland for cotton and sorghum alone. 


Yet itis well known that the use of sulfexafloris harmful to bees, with serious consequences for their 
reproductive abilities. According ta a senior scientist at the Center for Biological Diversity, ‘Spraying 16 
million acres of bee-attractive crops with a bee-kiling pesticide in a time of glabal insect decline is beyond 
the pale” , The EPA is routinely misusing y" process to get sulfoxafior approved because 
Its foo toxic to make it thiough normal pesticide reviews. 


According to a study published in the journal Biological Conservation, there s a dangerous decline around 
ird are endange tinction of 
‘mammals, birds and reptiles. The cause is intensive agricullu 


and 


‘especially the hoavy use of pesticides 


"Tha phrase means unacceptable, intolerable, outrageous 


Source: wvv ecowarch com; www aes org; www thea 


Applying your skills 

14 The extinction of insects represents a loss of biodiversity, which is a common pool resource, Discuss 
how the concepts of rivalry and non-oxeludabilly can be used to explain depletion of this resource 
due to the heavy use of pesticides, 


2 a Using a diagram explain what kind of externality is involved in the case of tho harm being caused to bees, 
b Identify and evaluate policies that could be used to deal with this externality, 


€ Using a diagram, show haw this policy could work to correct 


Economic thinking on sustainability and Elinor Ostrom, winner of the 2009 Nobel Prize in Economics 
In our study of sustainability we have seen that In economists! way of thinking, environmental destruction. 
is analysed in terms of negative externalities. In the case of common pool resources, their overuse is 
simply the external cost of people's ordinary transactions that do nat take account of consequences on the 
environment. In other words, the destruction of the environment is something that is thought of as being 
outside the normal sphere of events. 


‘An important reason for thinking this way about the environment is that microeconomic theory is based on 
the idealised and fictional world of perfect markets with no failures, driven by economic decision-makers 
wha make choices according to their best self-interest, responding to prices as signals and incentives, all of 
which leads to maximum social welfare. 
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Economists’ understanding of extemalities as the divergence between private and social costs and private 
and social benefits is based on just this assumption of narrow self-interest: consumers and firms consume 
and produce taking only their own private interests into account, ignoring possible external costs that th 
actions qiva rise to, External costs arise because consumers and producers are assumed to behave in ways 
that ignore the interests of society at large. 


The iwo main categories of measures to deal with environmental externalities we discussed, government 

ulations and market-based policies, are both based on this assumption about self-interested behaviour, 
Regulations use the command approach to force producers and consumers to reduce the external costs of 
their self-interested actions, and market-hased policies create price incentives that ty to bring the sell- 
interested behaviour of economic decision-makers in line with society's best interests. 


Yet all this raises some interesting questions. Does it make sense to view envircnvsental destruction 
purely asthe by-product of people's indifference toward the environment boca se they are self-interested 
Beings? Are there situations when people do not display the narrow sell-intorested behaviour assumed 
by standard economic theery? so, what aro the implications, and what would be the appropriate policy 
responses? 


These aro the kindof questions posed by Elor Ostrom, who wen the Nobel Prize in Economies (2009) 
for har work on te collective sell governance af common pol resources (discussed abawa) In one ef her 
mejor works, Ostrom wies that hr contral question 


is how a group of principals who are in an interdspendent situation can organise and govern 
themselves to obtain continuing joint benefits when all face temptations to froe-ido, shirk, or 
otherwise act opportunisticall 


As discussed in the text, Ostrom's hundreds of experiments show that people can find solutions to. 
managing resources sust 


regarding their behaviour and management of the 
ler findings do not run en 


rd economie theory, since 
people do result in the failures wo studied in this chapter, However, her findings dej 
‘economic theory in a very important respect: she has found that these failures are not inevitable, because 
rational economic behaviour does not always mean acting in one's own best self-interest; it often means 
acting in what is in the groups best interests. This kind of action arises as a result of institutions that 
permit communication he tween the resource users, leading to binding agreements, with monitoring and 
‘enforcement rules that ensure sustainable resource 


Ostrom's conclusions locus on the point that people often behave co-operatively rather than competitively, 
and this has very important policy implications. Sometimes, the best method of preserving common pool 
resourcos is by allowing the resource users themselves to manage them, rather than through centralised 
government interference. When the conditions for co-operative solutions are present, the government's 
role should be to promote institutions that enable thw users to manage the resource, such as a court 
system for resolving disputes and institutions that provide scientific knowledge for resource management. 
Often, this involves recognising that local co-operative institutions may be superior to institutions that are 
imposed on people from above or from outside 


I you decide to read further about Ostrom's work, you wil find that she uses the term ‘common pool 
resources’ other scholars use "commen property resources’. Both these terms msan common pool 
resources that are governed by a set of rules. 


"Einer Orom (1990) Governing the Commons: The Evoluon of Institutions for Collective Aetion, Cambridge University Press. 
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ing points 


* How realistic do you think is the assumption that economie decision-makers are motivated by rational 
selnterest in making economic decisions? 


* ^ Many economists argue that even if rational self-interest is not a realistic assumption, it does not 
matter as long as the predictions of a theory fit with what happens in the real world (see also 
Theory of knowledge 7.1). What does Ostrorn’s work tel us about this perspective? 


* M people sometimes behave co-op 
idea that environmental dexructo 


ly rather than competitively, what are the implications for the 
caused by externalities? 


ur if they understood that certain 
choices would be in their own best interests as well as in society's best interests (for example, biking 
rather than using a car). But many people may not know about such joint personal and social benefits. 
What can be done about this? 


5.4 Negative consumption externalities 


RINGO BJECTIVE 


inii il i coat that apill over onto society in the form of 
Explaining and illustrating cosi to non-smokers due to passive smoking. In 
negative consumption addition, smoking-related diseases result in highe 

É than necessary health care costs at are an additional 
externalities tardan pon society. When tra à costunpioe 
Negative consumption externalities refet «o external esta, he marginal private Benet (demand) 
Heat egres ag Ayers curve does not relet social benefite In Figure 53, 


cansoua by ees eee en i Ester pueda demand cum, MPa 
E se] 
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but, when smoking, create external costs for non- 
smokers, These costs con be thought of as "negative 
benefits’, which therefore cause the MSB curve to 

lie below the MPE curve. The vertical difference 
between MPP aod MSB represents the external costs. 
Note that since the externality involves consumption 
(We, the demand curve), the supply curve represents 
both marginal private costs and marginal social costs 
The market determines an equilibrium quantity. Ory, 
ind price Py, given by the intersection of the MA 
ind MPC curves, but the social optimum iz Quy, and 
Poy determined by the intersection of ths ASB and 
MSC curves, 


Other examples of negative consumpisoa externalities 
include heating homes and driving cars by use of fossil 
fuels that pollute the atmosphere 


When there isa negative consumption 
externality the free market overallocates 

sources to the production of the good, and 
ioo much ef iis produced relative to what i 
socially optimum. This is shown by Qn > Qapi 
and MSC > MSB at Qn in Figure 53 


in general, negative extemalitis, whether these 
from production or consumption activities 
lead to allocative inefficiency arising from an 


overallocation of resources to the good and to 
its everprovision, 


Sere e Msc 
^s 
[^ m 
enteral 


Figure 5.9: Negative consumption extemaliy 


The welfare loss of negative 
consumption externalities 


Welfare loss 
The welfare los resulting from negative consumption 
externis th shaded area in Figure 5.10) and 
presenta the reduction in benefits for society duc to 

the overallocation of resourses to the production of 

the good. For all units of output greater than Qep 
MSC > MSB, indicating that too much of the pood 

is produced The welfare loss is equal to the difference 
between the MSC and MSB curves for the amount of 
output that is overproduced relative to the social optimum 
(Qs Ory It represents tbe Ions of social benefits from 
overproduction due to the externality. H this externality 
were corrected, society would gain the benefits represented 
by the shaded nea. Note that, once again, the point of the 
Welfare loss triangle hes at the Qapı quantity of output (as 
in the cass of negative production externalities). 


Culentating welfare loss (HL only) 

Figure 5.10) i the same as part (a) only with figures 
50 we can calculate welfare loss, The area of the shaded 
‘triangle is the height times the width of the triangle 
divided by 2, Note that the height of the triangle is equal 
to the external cost per unit, or MPB- MSH, and the 
‘width is equal to the amount of overproduction by the 


market OF Op ~ Qop 
Well (67 425000— 70), 20, yg 
Welfare loss in relation to consumer and producer 


surplus (Supplementary material) 

Figure 5.10(c) shows how the welfare oss of a negative 
consumption externality is related to consumer and 
producer surplus and the external cost. In market 
equilibrium, consumer surplus is equal to the areas a + b, 
hil producer surplus is equal to he arcas c + d + f 

‘The cost of the externality is represented bya + d + © 

(itis the difference between the MPB and MSB curves up 
10 Qp). The total social benefits are therefore consumer. 
surplus plus producer surplus minus the external cost: 


mu 


beat 
At the social optimum, consumer surplus is equal to 
b+ c, and producer surplus is equal to f, while external 
costs are zero. Therefore the total social surplus is equal. 
to producer plus consumer surplus 
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Comparing the total social benefits at market 
equilibrium and at the social optimum, we see they are 
smaller at market eguibrium by the area e, which is 
the welfare loss 


a Welare loss 


o Qop Ore G] 


b Caledlatng welfare loss (HL only) 
PIS) 
Se MIC MSC 


Ss MIC MSC 


^ se 
^e em 
Ponss 
|_| ms 
o Qop Qm 9 


Figure 5:10: Welfare lons in a negative consumption etr 


The case of demerit goods 
Demerit goods are goods that are considered to be 
undesirable for consumers, but which are overprovided 
by the market, Examples of demerit woods include 
cigarettes alcohol and gambling: Cue important reason 
for overprovision is that the pood may have negative 
consumption externalities, in which case the market 


overallocates resources to its production. This could 
occur becusc of consumer ignorance about its negative 
effects or indifference: consumers may not be aware of 
the hacraful effects upon others of their actions, or they 
may not care. 


Negative consumption externalities and 
overuse of common pool resources 


Overuse of common pool resources is seen as resulting 
more from production activities than consumption 
civit, therefore relating more to negative production 
rather than consumption externalities. However, overuse 
of common pool resources also results from negative 
consumption externalities, shown in Figure 5.9. Take 
the demand for heats oil, represented by the demand 
curve MPB, The overuse of clean air (the common pool 
resource) is tbe external cost that causes the marginal 
social benet curve (ASB) to lie below the MPB curve. 
‘The same applies to the use of cars that run on gasoline 
puoi), More importantly, nir travel is a consumption 
activity that results in significant and rapidly increasing 
greenhouse gases that cause global warming. These 
activities on the part of consumers result in overuse 

‘of the common pool resource of clean air, seriously 
threatening the stability of the global climate. 


1 a Using a diagram, show how marginal 
private bursts and marginal social 
benefits dor when there is a negative 
consumption externality 


by Explain the difference between the 
‘equilibrium quantity determined by the 
market. 
from the point of view of society's 
preferences, 


© Describe the problem with the 
allocation of resources achieved by 
the market when there is a negative 
consumption externality 


d Show the welfare loss created by the 
negative consumption externality in 
your diagram, and explain what this 


2 Provide soma examples of negative 
consumpuon externalities, 


€» 


Copyright Material - Review Only - Not for Redistribution 


5 Market failure and socially undesirable outcome 


Policies to correct negative 
consumption externalities and 
prevent overuse of common 
pool resources 


Market-based poli 


A Key market-based policy to correct negative 
consumption externalities (including demerit goods) 
anvolves the imposition of indirect Pigouvian taxes, 
as in the case of negative production externalities, 
Indirect taxes can be imposed on the pood whose 
consumption creates external costs (For example, 
cigarettes und petrol/gasoline). 


The effect of an indirect tu are shown in 
Figure 5.11(a). When such s tax is imposed on the 
good whose consumption creates Uhe external os, 
the result is a decrease in supply and an upward 
Shit or the supply curve from MPC to MPC * tx 
If the tax equat the external cost, the MPC + t 
curve intersects MPH at the Quyi level of output, 
and quantity produced and consumed drops fo Quy 
(The demand curve doc not shift but remains at 
D= MPI) Qi i the socially optimum quantity, 
ind price increases from Py o Ps- The tax thersfore 
permits allocative elie to be achieved. 


Advantages and disadvantages 


As with negative production externalities, economists 
prefer market-based solutions to the problem of negative 
consumption externalities as long a» the situation permits 
the use of market-based policy, Therefore, indirect 
| Market-based imposing an indirect tax 

[ SMPC tax 
Peral 


S* MPC« MSC 


mso 


9 Qu On 9 


Figure 5.11: Correcting negative consumption externalities 


axes are the preferred measure, as they internalise 
the externality (as in the case of negative production 
externalities), By changing relative prices, indirect 
axes create incentives for consumers to change their 
consumption patterns; the good that is taxed becomes 
telatively more expensive and consumption is reduced. 


However, there are a number of difficulties in this 
approach. The first involves dificulties in measuring the 
value of the external costs Take for example, the case of 
passive smoking, an external cost created by smokers, or 
the case af petrol (gasoline) consumption, which creates 
external costs in the form of environmental pollution. 
‘There are many technical dificulties involved in trying to 
assess who and what is affected, as well as to determine 
the value of the external costs, on the basis of which a 
tax can be designed. 


A further difculty is that some of the goods whose 
consumption leads to negative consumption externalities 
(or example, petrolgasoline and cigarettes) have an 
inclusi demand. As you may remember from Chapter 3, 
when demand is inelastic, the percentage decrease in 
quantity demanded i smaller than the percentage 
increase in price (due to the tax). Therefore, itis possible 
"hat imposing taxes on such goods as petrol (gasoline) 
and cigarettes (both of which have an inelastic demand) 
‘works to increase government tax revenues while not 
significantly decreasing the quantity demanded of these 
‘00d, This could mean that in order o achieve Qop. à 
Very high indirect tax would have to be imposed, which 
Would very likely be politically unacceptable. On the. 
other hand, the large tax zevenues can be used to finance 
education programmes to discourage consumption of 
particular goods 


b Government regulations and advertsing 


Note that the naw equim pic, P 
(Chapter secon 42), 


isthe prica pud by consumen; he price received by producer y = P: minus tai par unit bee 


wy 
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A tax on producers or consumers? 
(Supplementary material) 


You may be wonderiag why the tax to correct negative 
consumption externalities should aflct producers, 
shifting ths supply curve upward in Figure S. (a), and. 
not consumers by shifting the demand curve downward, 
Who afier all are the ones creating the externality through 
consumption. You will find the answer to this question in 
the digital coursebook as Supplementary material. 


Government legislation and regulation 
IE negative consumption externalities wes corrected, 
Qapı quantity of the good would be produced, reflecting 
lative eficlency: Regulations c be wed to prevent 
or limit consumer activities that pose cost on hid 
Parties, such s egal restriction on activities e 
"moli in publie places ov ye restriction forcing 
Ser todo busines enl with adult. This has he lic 
Of sting the D, = APPR curve towards the SB cune 
in Figure 5.11), mil D; overlaps with SJ. This 
Would eliminate he externality with production and 
consumption occurring at Qapi and price falling o Fp, 


Advantages and disadvantages. 
Sore regulations can be very effective in reducing 

v^ external costs of certain consumption activities 
Examples include prohibiting smoking in publ places 
and placing restrictions on cars entering city centres 
However, they cannot be used to denl with other kinds 
of negative consumption externalities. For example, 
it would be very dificult to regulate petrol (gasoline) 
consumption: on the other hand, poing indirect tax 
‘on such goods may be more efective (though subject to 
the limitations noted above rv inelastic demand). 


Education and awareness-creation 


Educating the pubiic and creating awareness by the 
government ca be used to try to persuade consumers 

to buy fewer goods with negative externalities, such 

as anti-smoking campaigns, campaigns to avoid 
corsonption of unhealthy foods, or campaigns to luce. 
the consumption of goods and services based on fossil 
uel use. Examples include using public transportation to 
economise on petrol (gasoline) use or improving home 
insulation to reduce oil consumption (for beating) or 
providing information to consumers on the amount of 
carbon produced by air travel. 


The objective is to try to decrease demand for goods. 
giving rise lo negative consumption externalities and. 
hc effects are the same as wii government regulations, 


shown in Figua: S8) The APB curve shits to Dy after 
the campsign, where it coincides with MSA, where Quy is 
produces ond consumed, and the price fall from Py 10 Pog 


Advantages and disadvantages 
Education and creation awareness have the advantage 
"hat they are simpler than other methods, but they too 
have their disadvantages One of these involves the cost 
to the government of campaigns, which are funded out 
fa ad gh io al 
use elsewhere in the economy (there are opportu 

Coni) There is also the poii that such methods 
may not be effective enough in reducing the negative 
externality, 


Nudges (HL only) 


Nudges were introduced in Chapter 2 where we saw that 
they form a part of behavioural economics, involving the 
design of methods to influence consumers behaviour 
They can be used in ways similar to education and 
consumer awareness to encourage consumers to rely less 
‘on goods with negative externalities, such as unhealthy 
foods and cigarettes. For example, unhealthy foods can. 
be placed in less accesible places in shops, or graphic 
pictures of the consequences of smoking may be placed 
‘on cigarette packs. In such caves demand for the product 
{alls so that the MPB curve shifts toward MSA as in 

Figure $.11(b) In addition, nudges can be used to 
encourage desirable behaviour, such as creating bicycle 
lanes to motivate car drivers to use bicycles instead. 


Advantages and disadvantages 
‘There may be difficulties in des 
as these are stil) new metho 
consumer beiaviour, and not enough is known yet 
about how consumers respond to particular nudges and 
choice architecture, There is, too, the issue that particular 
smudges may not have the same effects across income 
gioups or cultural groups. 


Correction of negative consumption externalities 
involves either decreasing supply and shifting 
the MPC curve upward by imposing an indirect 
(Pigouvian) tax; or by decreasing demand and 
shifting the MPB curve toward the MSB curve 
through regulations, education and awareness 
creation or nudges. Both supply decreases and 
demand decreases sie intended to lead to 
production ard consumption at Qpe and the 
achievement of allocative efficiency. 


"T 
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In general, given the limitations above for all the various 
policies itis only possible te move the economy in a 
direction towards correction of the externality, rather than 
achieving a precise allocation of resources where Qp is 
produced and consumed, Very often, the use of several 
Policies together may be the best way to address the 


externality For example, tax revenues from the imposition 
fof a Pigouvian tax may be used to finance education 

and awareness creation programmes as well as nudges 
Governments must therefore be selective in the methods 
they use to reduce consumption externalities, depending 
‘on the particular good that creates Ihe external cost. 


TEXT YOUR UNDERSTANDING 5. 


+. For each of the examples you provided in 
question 2 of Test your understanding 5.6, 
explain some methods that could ba used to 
correct the externality. 


2 Using diagrams, show how a negative 
consumption externality can be corrected by 
use of 


a legislation and regulations that limit the 
external cost 


education and awareness creation, 
< (HL only) nudges, and 


d direct taxes. 


^ Identify some advantages and 
disadvantages of each of these policy 


3 Explain the meaning of a demerit good and 
provide examples, 


4 Explain how a negative consumption 
externality differs from a negative production 
externality 


5 a Explain what kinds of measures 
economists prefer to correct negative 


consumption externalities, 


b Identify situations where these might not 
be very effective 


Policies to reduce sugar consumption 
Following a 2015 raport by the World Health 
Organization (of the United Nations) detailing the. 
negative health effects of sugar, more and more 
countries around the world are imposing a tax on 
the sugar content of foods and drinks in an effort 

to reduce obesity and other health problems like 
diabetes arising tern sugar overconsumption, These 
taxes have gereraliy met with little opposition from. 
the publi, The taxes are imposed on foods and/or 
drinks with sugar, which are taxed in accordance with 
the quantity of sugar they contain 


In response to the implementation of these policies, 
any majar food producers around the world have 


Another approach involves bar 


consumers healthy goods es the default options, 


responded by creating new products with no added sugar, or reduced sugar, while at the same time trying 
to maintain the orginal taste, In some recluced sugar items, the sugar content is lowered enough so that 
the tax can be avoided altogether. In addition, some governments are working with food producers to 
establish voluntary agreements with producers to lower the sugar content of their food products 


ing the advertisement of unhealthy foods during the times when children 
watch television. A stil different approach involves the use of electronic ordering systems that offer 


Figure 5,12: Classic coke f 
high sugar level 


label decoder showing 
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Applying your skilis 
1. Using a diagram, explain what kind of externality the arti 


referring to. 


2 Using a diagram, explain how a tax on the sugar content of foods and drinks can help reduce the 
‘externality 


3. Outline a likely reason that the taxes have gonerally met with little public opposition. 


4 a Identify and explain the other types of policies (other than indirect taxes) that the article refers to, 
that could help to reduce the extamality. 


b Using diagrams, show how these policies are expected to work. 


Source: wn keryicom 


THEORY OF KNOWORDGE 5.2 


The ethical dimensions of sustainability and preserving the alobal climate 

In Chapter 1 we saw that solutions to the problem of sustainability face major technical difficulties 

due to uncertainties and incomplete knowledge of social and natural scientists regarding the complex 
jonships between environmental, economic, social and institutional variables. These kinds of technical 

dificulios ae also responsible for tho uncertain 

economic policies to address environmental exte 


surrounding both regulatory and market-based 
tíos discussed in the present chop! 


‘Over and above the technical difficulties, the problem of sustainability faces major ethical issues of 
and justico, relating to intergenerational equity (running from generation to generation) as wall a 
across nations and social groups within nations of the present generation. 


Inthe area of climate change alone, important 
sacrifices inthe present be distributed among (b) how wil the 
luated; and (c) how will nvergenerational equity be accounted for?! 


To determine the distribution of sacrifices, a possible ethical principle that can be used is tho polluter 
lo, according to which the sacrifice is distributed according to how much each country 
to climate change. In one variant of this princip ‘be necessary to take into account 
cumulative fisterca) contributions to greenhouse gas emissions. This would place an extra burden on the 
developed counties of today, which over time, have contriauted far more to emissions than developing 
countries. A:  counterargument, opponents refer to ‘excusable ignorance’, meaning it should not be 
necessary to pay for past emissions if these were made without knowledge of their effects on the global 
climate, According to a different ethical principle, the past would be ignored and future emissions rights 
would be distributed to all countries on a per capita basi 


On the second issue, concerning evaluation of impacts of climate change, one approach involves welfare 
analysis. This has given rise to disagreements about how to calculate welfare and add it up across individuals 
in the present as well as in the future. Another approach focuses on human rights as the basis for evaluating 
impacts, such as the rights to food, water and shelter, which may be threatened by climate change. 


Re odo 209 Wed Deiner Tapar 10 Deine arae 
—ÁÓ os A —— E ÓÁ ^ — A 
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Intergeneration! equity, the third issue, is closely related to the evaluation of impacts of climate change, 
as these must account for impacts not only on the present generation but future generations as well 


These kinds of questions clearly belong to the normative realm of thought. Given the technical difficulties 
as well it is no wonder that there are broad disagreements over sustainability, and no easy solutions 
appear on the horizon. 


inking points 


+ What do you think should be the role of science and social science in providing answers to these kinds. 
of questions? 


* To what extent do you think markat forces can be relied upon, if at all, to deal with problems of 
environmental sustainability? 


*^ Market economies are based upon human behaviour motivated by rational self-interest (see 
Chapter 2). To what stent do you think this self-interest is the root cause of the environmental 
problems that baset the human race today? (See also Theory of knowledge 5.1.) 


* Given that, historically, economically more developed countries have been mainly responsible for 
today's environmental problems, do you agree with the viow that economically less developed countries 
should simply ignore calls for them to limit their growth rates to prevent further global warming? 


«following questions will help you reflect on your learning and enhance your understanding of key 
toples in this chapter. They are suggestions for Inquiries that you can undertake on your own or in groups 
in order to revise the learning objectives cf this chapter. 


1. Identify a good or service in your country or. 


country you are interested in that gives rise to a 
particular negative production externality. Examine the extent of the external costs and how they 
affect various stakeholders, Investigate the solutions that are being used to reduce its production and 
‘consumption, Discuss the strengths and limitations of these solutions, and try to identify the effects on 
various stakeholders, 


2 See question 1 above and apply it to a negative consumption external. 


3 Identify a scheme of tradable permits that has been implerrented. Research and discuss its strengths 
and limitations 


4 Identify a common pool resource that is of interest to you and investigate what, f any, measures are being 
taken in your country af residence or a country yeu we interested in to deal with is possible overuse. 


5 As indicated in Real world focus 5.3, a number of countries around the world have imposed or 
are planning to impose indirect (Pigeuviar) taxes an various food items (sugar and/or fats) that 
are considered ta be harmful to human health, Examine whether such a tax is used or is under 
consideration in your country or a country you are interested in, and examine the external costs 
‘af consumption af such foods, a: well as the effects of the tax an various stakeholders. Investigate 
whether any studies have been done to evaluate the impact of the tax, and the extent to which it 
has been successful with respect to attaining its objective of reducing consumption of such foods. 
Consider also additional, complementary policies that are in use for this purpose in your country 
of choice. 


EE Ee ae 
m) 
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Air travel is tha fastest-growing contributor to carbon emissions, Responsible for about 5% of global 
‘warming in 2018, by 2050 emissions may grow by mere than 700%, taking up one-quarter of the 

global carbon budget for limiting the temperature rise to 1.556. Yet the global airline industry rejects 
policies such as carbon pricing and regulation of aviation emissions by governments or international 


Bodies, Instead it has opted for a scheme called Carbon Offsetting and Reduction Scheme for 
International Aviation (CORSIA) which has baen criticised as being ineffective (a) Research CORSIA 
and identify some advantages and disadvantages as a method to tackle the problem of airine 
emissions. (o) Research and outline steps that travellers can take in order to reduce their carbon 

MEC 


KAM STYLE C 
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* Con you think of «ome goods 
even though 


that when consumed cr produced bring benefits to others 

e or produce them? 

© You may 
street lighting, public 
people can enjoy ther 


provided free of charge, such as roads, parks, 
pays for these and what might be the reasons 


ket to full 
production and c 
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6.1 Positive production 
externalities 


Explaining and illustrating 
positive production 


Externalities as a form of market failure weve introduced 
in Chapter 5, where we discussed negative externalities of 
production and consumption, We now turn our attention. 
to positive externalities, 

Positive production externalities refer tø external benefits 
created by producers I, for example a firm engages in 


rscachand de Jopment, and succeeds in developing 
a new ecology tha spreads throughout the economy 
there are external benefits because not only the frm but 
ky shay benefits from widespread adoption of the 

new technology. Therefore, the social costs of research 

and development are lower than the private cosis In 

Figure the MSC curve lies below the MPC curve, 

and the ference between the two curves is the value of 
the external ene (these can be thought of as negative 
osts). The demand curve represents both MPB and 

MSH since the externality involves only production. The 
‘markt gives rise to equilibrium quantity Qm and price Zi. 
‘determined by the imersection of the MPB and MPC 
curves while the social optimum is given by Qrp and 

Pog determined by the intersection of the MSA with 

AISC curves Sines Qy 5 Quy the market underallocates 
‘esoures to recur and development activites that lead to 
‘ew echnolo- and not enough of them ae undertaken 


seme 


arterat 
s 
msc 


D Mm «st 
ri 


n extemalty 


When there is a positive production externality, 
the frou market underallocates resources to the 
Production of the good: too few resources are 
allocated to its production, and too litle of 
itis produced, This is shawn by Qn < Qapi and 
MSB > MSC at Q,, in Figure 6.1 


More examples of positive production externalities include: 


^ firms train workers who later switch jobs and 
Work elsewhere: external benefits are erated as 
the new employers and society benefit from the 
trained workers 


^ a firma provides iri aid clases to employees to 
improve work sifety: external benefits are created as 
"is knowledge is applied also to people outside the 
Workplace. 


m) 
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The welfare loss cf positive production 
externalities 


Welfare loss 
‘The underalfocation of resources to the production. 

of a good with a positive production externality leads 

to a welfare loss shown in Figure 6.2(a) as the shaded 
area, This onis equal to the difference between the 
MSR aud MSC curves for the amount of output 

that is underproduced relative to the social optimum 
Lg - Om) It involves external benefits for society that 
tne Jost because not enough of the good is produced, f 
the externality were corrected, society would pain the 
benefits represented by the shaded area. Note that the 
point of the welfare loss triangle lies at tbe O s, quantity 
of output, 


Calculating welfare loos (ENL only) 
Figure 6.2(b) is simila to part (a) with figures so we 
can calculate welfare loss. The area of the welfare loss 
triangle is the height times the width of the triangle 
divided by 2, Fhe height of the triangle is equal to the 
external benefit per unit, or MPC = MSC, and the 
width is equal to the amount of underproduction by 
the market or Qapi ~ Op 


Were ou = [57415 (60-60), 2% 30, 


EI 


Welfare los in relation to consumer and producer 
surplus (Supplementary material) 

Figure 6.21) shows the welfare Loss in relation to 
consumer and producer surplus and the externality, At 
market equilibrium. consumer surplus is area a, producer 
surplus is aea b- e, and the external benefits are c +f 
(the difference between the MPC and MSC curves up io 
the point of production by the market, Qu) The total 
benefits are therefore consumer surplus plus producer 
surplus plus exteroni benefits 


m 


AL the social optimum, consumer surplus isa + b+ € +d. 
produser surplus is e+ f + p and external benefits are 
tero. making a total of 
Gtbterdelerfrpsarbrerdsetfsg 


Comparing total benefits at market equilibrium 
and at the social optimum, we find that at the social 
optimum there are additional benefits of the amount 
d g, corresponding to the shaded area in the figure 
This is the amount of welfare tiat is lost at market 
equilibrium due to underaliocation of resources 
arising from the positive production externality. 


a Welfare low 


D Gn One 


b. Calculating welfare loss (HL oniy) 
D 


o w w 
Q, Qu 


Guns) 


o Gm Gr 


s) 
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Correcting positive production 
externalities 


Direct government provision 
A solution often pursued by governments involves direct 
{government provision of the good or service creating the 
positive production externality. For example, governments 
ofen engage in research and development (R&D) for new 
lecinologs, for medicine and pharmaceuticals, and any 
other areas, The government can also directly provide 
‘raining for workers Governments pay for such activities 
with government funds, raised through taxes Figure 6 a) 
shows that when the government intervenes by providing 
‘goods and services itself; this has the effect of shifting the 
Supply curve (= MPC curve) downward (orto the right), 
toward the MSC curve so that the optimum quantity of 
the good, Qop Will be produced, with price falling from 
Pato Pop 


Subsidies 
We studied subsidies and their effects in Chapter 4, where 
we saw how their introduction into a perfect market 
(ith no market failures) creates allocative inefficiency, 
Now, we will see how subsidies can correct allocative 
inelliciency by correcting n market failure 


1i the government provides a subsidy to a firm. 
per unit of the good produced that is equa! to 


| Direct government provision 
some 


] 


the external benefit, then the marginal private 
cost (MPC = supply) curve shifts downward (or 
rightward) until it coincides with the MSC curve, 
ih ire 6,3(b). The results o increase 
quantity produced to Q,, and to lower the price 
from P, to Popy: The problem of underallocation 
of resources and underprovision of the good is 
corrected, and allocative efliciency is achieved, 


You may note that direct government provision and 
subsidies have the same market outcomes 


Correction of positive production externalities 
involves shifting the MPC curve downward 
toward the MSC curva through direct 
government provision or by subsidies. For 
allocative efficiency to be achieved, the quantity 
produced and consumed must increase to Quy, 
as prico falls to Pop. 


Evaluating policies to correct positive. 
production externalities 

topie will be discussed together with policies 
rect positive consumption externalities below 
(Section 62) because of similarities of the policies 
involved. 


b Granting a subsidy 


I T) subuidy 
Msc | (spillover benefit 
Pnl ^| sc 
^e 
| Sul ETT 
o Qo o Om Qu Q 


Figure 6.3: Correcting positive production escemalties 


— rr othe equilans downward and nahin hie of he sappy cave, 


ve 
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4 a Using a diagram, shaw haw marginal 
private costs and marginal social costs 
‘fer when there is a positive production 
externality 
b Explain the difference between the 


equilibrium quantity determined by tha 
market and the quantity that is optimal 
from the point of view of society's 
preferences, 


© Describe what this t 
allocation of resource 


yeu about the 
achieved by 


the market when there is a positive 
production externality 


Show the welfare loss created by the 
positive production externality in your 
diagram, and explain what this means. 


2 Provide some examples of positive production. 
externalities. 

For each of the examples you provided in 

question 2, explain some methods that can be 

used to correct the externality 


6.2 Positive consumption 


LEARNING OBJECTIVE 


Explaining and illustrating 
positive consumption 
externalities 

When there is a positive consumption externality, 
external benefits are created by consumers, For example, 
the consumption of education beneits the person who 


receives the education, but in addition gives rise to external 
benefits, involving social benefits from a more productive 


externalities 


workforce lower unemployment, higher rate of growth, 
more economie development, lower crime rate, and so n. 
Similarly, the consumption of health care services benefits 
not only the person receiving the services but also society 
and the economy, because a healthier population is more 
productive, enjoys a higher standard of living. does not 
pass on contagious diseases as much and may have a 


higher rate of ec rowth. In Figure (4, we see that 
the marginal social benefit (MSB) curve lies above the 
marginal private benefit (MPB) curve, and the difference 


> 
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between the two consists of the extemal benefits to society 


aty, Qoy pven by the 
point where MSA = UNC, and the quantity produced 
bythe market is given by the point where MPB = MPC. 
Since Qepe > Ov the market underallocates resources to 
the good Or serie, and too itl of it is produced 


When there is a positive consumption 

»ternaliy, the free market underallocates 
'sources to the production of the good, and 
too litle of itis produced relative to the social 
optimum, This is shown by Om < Qop: and 
MSB > MSC at Q,, in Figure 64 


In general, positive externalities (external 
benefits), whether thase arise from production 
or consumption activites, lead to an 
underallocatior of resources to the good in 
question, and therefore to its underprovision 


é [m ri 


Figure 6.4: Positive consumption externality 


The welfare loss of positive 
consumption externalities 

Welfare loss 

“Ths welfare lot arising from a positive consumption 
externality isthe aded area in Figure & 0) and is the 
tference between the MSB and MSC cune lor the 
amount of output that is underproduced ele to 

the social optimum (Q spt — Q): It represents the loss 
of social benefits due ta underproductioa of the gaod. 
IF this externality were corrected. society would gain 
the benefits represented by the shaded area, Once again, 
Sme soe that thë point f the velare los triangle lies at 
the Qpe quantity of output 


a Welfare loss 


o 


b. Calculating fare loss (HL oniy) 
"e 


o 30 36 
[un 


Qin) 


€. Welfare loss ini elation to consumer and producer 
surplus Suptlementary materia 


SMP esc 


extemal 
Benefis 


6.5: Weare loss in a positive consumption exterality 
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‘You may have noticed that in (he case of negative 
externalities of production and consumption, where 
Doi < Qnn the welfare Loss triangle always points 
leftward toward O,, ,. By contrast, in the case of positi 
externalities of production and consumption, where 
Qu, On th welfare loss triangle always points 
rightward, again toward Qus 


Cateutating welfare loss (HL only) 
igus 6509 is similar to part (a) with figures so we con 
Calculate welfare loss The area of the welfare oss wangle 
the height tines the width of the triangle divides by 2 
The height of the triangle sequal to the extemal ben 
per unit, or MSB - MPB, and the with equal to the 
amount of underproduction by the market or Qop = Qn: 
-ax 00-60) 230 

EJ 2 
Welfare loss in relation to consumer and producer. 
surplus (Supplementary material) 
Io Figure 65() we sce how the welfare oss arises in 
relation to consumer and producer surplus and the 
external benef In market equilibrium, consumer 
surplus is equal to arcas b + d, producer surplus is area g 
tnd the external benefits are a + e (or the difference 
between MSB und MPB up to production at Qy by the 
tsarkat). The total social benefits in market equilibrium 
‘ire equal to consumer surplus plus producer surplus plus 
the external benefits: 


Welfare loss = E 


edyegeüse)ebrdegraee 


tbedtesu 
At the social optimum, consumes surplus is given by a + 


bbe, producer surplus is d+ £+ +g, and the external 
benefits are zero. Therefore the total social benefits are: 


asbtosidretfrpsatbterdteti+e 


Comparing the total social benefits at market 
equilibrium with those at the social optimum, we find 
that at the social optimum they are greater by the 
amount e+ f. This is the welfare loss that arises when 
prodiction occurs at market equilibrium ax a result 

ur underallocation of resources due to the positive 
consumption externality. 


The case of merit goods 
Merit goods ane goods that are held te be desirable for 
consumers but which are underprovied by the market 
(Nol that the term good in the expression "merit 
ood” applies o both goods zd services) Reasons for 
uderproision include: 


‘+The good may have positive externalities. In this 
case cole is provided by the market, Examples 
goods include education (for the reasons 
noted above in the discussion of externalities} 
immunisation programmes (which benefit not only 
"hose who have received them but also the broader 
population by wiping out a disease). 


+ Low levels of income and poverty. Some consumers 
may want certain goods or services but cannot 
afford to buy them. Remember demand shows the 
quantities of a good or service that consumers are 
Willing and abl to buy at different prices I they 
have low incomes, they may be willing but not able 
to buy something, in which case their desire does 
not show up in the market, and market demand (the 
sum of all individual demands) is too low. Examples 
include health care services, medicines, education 
and reerestional facilities which people on low 
{incoraee often cannot afford to buy in the market, 

^ Consumer ignorance, Consumers may be better 
‘ll if they consume certain goods and services but 
‘they may be ignorant of the benefits, and so do not 
demand them. For example, preventive health cure 
(uch as immunisation, annual health check-ups) 
‘an prevent serious diseases, but lack of knowledge 
about the benefits may lead consumers to demand 
oo little of these services, 


Note that more than one factor may be at work 
‘simultaneously; for example, the underprovision of 
health care services can result from all three reasons 
listed above, 


Correcting positive consumption 
externalities 


Government legislation and regulation 
Levistution can be used to promote greater consumption 
‘of goods with positive externalities For example, 

most countries have legislation that makes education 
compulsory up to a certain age (note that education is 

a merit good) In this ease, demand for education 
increases, and the demand curve D, = MPA shifts to the 
right (or upward), as in Figure 6.62). Ideally, it will shift 
‘until it reaches the MSB curse, where Ds = MSB, and 
Qu i$ produced and consumed. 


Education and awareness creation 
Governments can use sducation of the public, awareness 
creation, to try to persuade consumers lo buy more 
goods with postive externalities. For example, they ean 
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b Dect government provision 


€ Granting a subsidy 
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Figure 6.6: Correcting postive consumption axtemalties 


try to encourage the use of sports fciites for improved 
health. The objective is to increase demand for such 
services, and the effect is the same as with legislation, 
shown in Figure 6,6(a) Dy shits to Dy= MSB and Oy 
is produced and consumed, wile price increases to Pap 


Nudges (HL only) 

‘Nudges have similar effects as education and awareness 

creation programmes Governments can use nudges like 

the creation of bicycle lanes to encourage the use of bike 
iding for more physical exercise (Note that this nudge 

also has the efect of reducing the negative externality 


noted earlier) Here, too, the objective is to incre 
demand shifting Dy toward 


Direct government provision. 
Governments are frequently involved in the direct 
provision of goods and services with positive 
consumption externalities, Te most important examples 
include government (publi? provision of education 

tnd health care in virtuali all countries in the world. 
Education and health aee are merit goods with external 
benefits sø lange a iraportant that it is widely believed 
that they must n9 be left to private sector provision 
lone, In most countries where there is government 
provision of health care and education, there is also 
private sector provision of these services (though to 
Varying degrees 

Disect government provision is shown in Figure €.) 
nind has the effect of increasing supply and therefore 
shifting the supply curve S rightward (or downward) 

to 54 government provision. To achieve the social 


pnts Q p e new iapply curve must intersect 
MPH atthe level of output py is seen in the figure, AL 


the new equilibrium, price fallt 1o Ps, Quis produced 
and allocative «ficiency is achieved. 
Subsidies 


A subsidy to the producer of the good with the positive 
exiernality has the same effects as direct government 
provision, It results in increasing supply and shifting 
supply curve rightward (or downward), as shown in 
re 664c) (which is similar to Figure 6,6(b)) If the 
subsidy is equal to the external benefit, the new supply 
curve is MPC - subsidy? and it intersects MPB at the 


Op level of output, Again, price falls fram Pyy to 7. 
Qop i produced and allocative efficiency is achieved, 


Correction of positive consumption externalities 
involves either increasing demand and shifting 
the MPB curve towards the MSB curve through 
legislation or education and a i creation; 
or inereasing supply and shifting the MPC curve 
downward by direct government provision or 
by granting a subsidy. Both demand increases 
ard supply increases can lead to production. 
and consumption at apt and the achievement 
of allocative efficiency. The price paid by 
consumers increases when demand increases, 
and falls when supply increases, 


Note that the problem of underprovision of merit goods. 
by the market (defined above) can be addressed by all the 
‘methods noted above: legislation, education and awareness 


* Yau may note that the resson for tha minus sign in MPC — subsidy is thut the amount of hé subsidy is subtracted rom MPC i order ta. 


amie the new supply cur 


10) 


Copyright Material - Review Only - Not tor Redistribution 


Market failure and socially undesirable outcomes Il 


creation, direct government provision and granting of 
subsidies All are intended (o increase the amount of the 
iod produced and consumed, as increased consumption. 
fof such goods is held to be desirable for society 


Evaluating policies to correct positive 
production and consumption externalities 


Both direct government provision and subsidies are 
widely used as methods to deal with positive consumption 
externalities, and to a lesser extent alo with postive 
production externalities, Both methods are very effective 
in increasing the quantity of the good produced and. 
consumed, and both have the added avantage of 
lowering the price of the good to consumers. 


There are, however, difficulties involved in achieving. 
the optimum results (where MSC» MSA). First, both 
direct government provision and granting of subsidies 
involve the use of goverument funds that rely on tax 
revenues, Governmenis generally have very many 
possible alternative uses for these funds, each of which 
has an opportunity cost, As it is not possible for the 
government to directly provide or subsidise all goods 
and services with positive externalities, choices must 
be male on (a) which goods should be supported. and 
Co) by how much they should be supported. 


‘Welly choices should be made on the basis of economie 
Criteria, which would specify the amount of social benefits 
expected in relation to the cost of providing them, the 
objective being to maximise the benlis fr ea 

and service to be provided or subsidised for a given cost 
However, in practice it is very diíoul to measure the size 
of the external benefits and therefore to calculate precisely 
Which goods and services ould be supported and the 
level of support they should receive. In addition, both 
direct provision and subsidies are often highly political in 
nature, as dillereni groups compete with each other over 


who will receive the most benefits Governments are aften 
susceptible to political pressures and sometimes make 
choices based on political rather than economie criteria, 


(HL only) Nudges are subject to the same limitations 
"hat were noted in connection with negative consumption 
externalities (Chapter 5), involving difficulties in designing 
effective nudges in view of insufficient knowledge about 
how people respond to nudges and choice architecture, 

as well as the possible different responses these may have 
across income and cultural groups. 


Therefore, in the real world it is very unlikely that 
governments are able to shift the MPC or MPA 
curves by the amount necessary to correct the positive 
externalities. The most that can be hoped for is that the 
policies in question wili be a step in the right direction. 


Legislation, education and awareness creation are 
subject to similar limitations concerning calculating 
the sie of external benefits, Only sometimes can they 
be effective, and then ean only help shift the MPR 
curve m the right direction, rather than achieve a 
demand increase that will bring the economy to the 
Oy level of output, For example, they can have very 
positive effects in certain cases (such as legislation 
‘requiring schooling up to a minimum age or education 
on the importance of good nutrition), but in other 
cases are ineffective (for example, they cannot on their 
‘own increase consumption of health cate services 
and education to the optimum level), Moreover, 

‘they have the further effect of raising the price of 

the good to consumers, which may make the good 
unaffordable for sorne consumer groups Therefore, 
legislation and awareness creation sometimes can be 
used more effectively if they are implemented together 
With direct provision and subsidies. A good example 
ix education, where compulsory schooling up to à 
certain age (legislation) goes together with direct 
govarament provision, 


Using a diagram, show how marginal 
private benefits and marginal social 
benefits differ when there is a positive 
consumption externality 


i Explain the difference between the 
equilibrium quantity determined by the 
market and the quantity that is optimal 
from the paint al view of society's 
preferences 


© Describe the problem with the allocation. 
of resources achieved by the market 
when there is a positive consumption 
externality 


d Show the welfare loss created by the 
positive con«imptien externality in your 
diagram, and explain what this means. 
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2. Provide some examples of positive 5 Explain the meaning of a merit good, and. 
‘consumption externalites. provide examples. 

3. For each of the examples you provided in 6 Discuss advantages and disadvantages of the 
question 2, explain some methods that could policy measures that governments can use 


be used to correct the externality. to correct positive externalities of production 


and consumption. 
^. Outline how a positive consumption externality " 


differs from a positive production externality. 


Positive externalities of cach transfer 
programmes 


A highly successful policy used in Brazil to 
reduce poverty and income inequalities is 

the Bolsa Familia programme implemented 

by the Brazilian government, Through this 
programme poor families receive cash transfers 
on condition that they send their children 

to school and gat them vaccinated, These 
programmes are therefore called conditional 
cash transfers (CCTs). The programme is so 
succosshul in reducing poverty over the short 
tarm through the cash transfers and over the 
long term by increasing human capital that it 
has attracted groat attention around the world. 


Figure 6:7: Feijao, Acre Province, Brazil. School children in a 
A study on crime in Brazil has found thatthe paml sch 

Bolsa Familia programme has had a significant ™™ 
impact on crime reduction in São Paolo. 

it concludes that in tho aras where CCTs are implemented there is à negative impact on crime. This is not 
related to the increased time spent in school but rather is due to reduced poverty and inequality, resulting 
in a reduction primarily of robberies, hence economically motivated crimes, 


Soure 


lovers from conditional cash transfer programmes http//fp.za.org/dpé371 pdf IZA, DP No. 6371 


Applying your skills 
You may note that this is a type of positive externality that cannot be analysed by means of the 

Usual externality diagram as there is no market that can be easily identified here. However the idea of a 
Fositive externality resulting fram government spending on CCTs is clear. Explain what kind of externality this 
represents, identify the external benefits and describe the implications for the government’ CCT policy. 
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Summary of exiernalities 


‘Table 6.1 summarises vaportant information on each type of externality 


Negative production. Producers impose external costs Indirect (Pigouvian) taxes. 

and many common pool ‘on society + Carbon taxes 

resguroes: Production by use of fossil fuels, —|* Tradable permits 
externa! costs include global ‘© Legislation, regulation. 


warming, negative effects on. 


* Collective self-governance 
hoalth, environmental pollution sa 


Education, awareness creation 
‘+ International agreements 


‘Consumers impose external cosis |» Indirect Pigouvion) taxes 
‘on society Legislation, regulation. 


‘+ Education, awareness creation 
+ Nudges (HL only) 


= Government provision 


5 Sides 
that Bont tho whe of society 
Comune cans aratsal |= Unger, repa 
bona for toca 5. Education, sutsnasi coin 
Education and health care lead to |* Nudges (HLonly) 
benefit forthe whale of sci,” |e Goverment provision 
puding ivar neneseme |. cians 
lower tins ratet; Higher economic |" Det 


growth 


Table 6.1: Summary of externalities 
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The information in this section applies to all externalities, 
including the negative ones presented in Chapter 5 and 
the positive ones of this chapter. 


How to draw an externality diagram 

without memorising 

Students often have dilicuy learning how to deaw the 

exteruslity diagrams and labeling the curves corel 

The following rules will help you draw any externality 

Chugram without memorising. 

"Ihe rules 

1 In a production externality, the supply curve splits 
into two; in a consumption externa, the demand 
curve splits into two, 

2 Supply reflects costs; demand reflects benefits. 

3 The market equilibrium quantity Qm corresponds 
to private costs and bruits, MPC and MPB: the 
social optimum reflscts social costs or benefits. 

4 Ina negative externality Quy» Oy, meaning that 
‘he market provle too much of a had thing; in 
positive externality Qy, © Qop meaning that rhe 
Parket provides too ll of good thing, 

How to use the rules 

1 Draw a demand and supply diagram and label 
axes P and Q. 

2 Fora production externality draw two parli 
upward sloping curves: for a consumption 
externality draw two parallel down sard sloping 
curves, Find the two equilibriu quantities on the 
Q axis (but do not Jabel them e) 

35 In a negative externality, since Qm > Qapı, label the 
larger quantity Q nd the smaller quantity Qapi 
ina positive exteri, since Q < Qapı: libel te 
larger quantity Qy and the smaller quantity Qn 

4 Using rule 2 above, Qm gives MPC and MPB, while 
Quy tives MSC and MSB. You can now label all 
thécurves (Note that the demand curve, D and 
supply curve, S represent privare benefits and costs: 
therefore D= MP and S= MPC) 

5 Find the triangle that points to Q y and that 
în between the two curves that have split. This s 
welfare los 


Some useful information to remember 
about externalities 


Here are some points to bear in mind: 


* Allnegative externalities (of production and 
coniumption) create exernad cnmh, When lere 


are exterial costs MSC > MSB at the point of 
production by the market. 

+ AN positive externalities (of production and. 
‘ousumption) create extemal benefits When there 
are external benefits MSB > MSC at the point of 
production by the market. 


* All production externalities (positive and negative) 
create a divergence herneen private and social costs 
(MPC and MSC). 

* ^ Allconsumplion externalities (positive and negative) 
create a divergence beween private and social benefity 
(MPB and MSB). 


6.3 Market failure and 
public goods 


EERRNING 
x 


The meaning of public goods 


Public goods are non-rivalrous and 
non-excludable 


We learned the meaning of rivalry and excludabilty in 
Chapter 5. A good is rivalrous when its consumption. 
boy one person reduces its availability for someone cle 
Wis exeludable if its posible to exclude people from 
using it. Private goods as we have seen are rivalrous and 
excludable, Common pool resources are rivalrous and 
non-excludüble. Public goods, by contrast, are non- 
rivlrous and no-excludable 
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A public good has the following two 
characteristics 


* Ibis non-iivalrous; its consumption by one 


person does not reduce consumption by 
somecne else. 


+ [tis non-excludable; it is not possible to 
‘exclude someone from using the good, 


For example, a lighthouse is non-rivalrous, because its 
use by one person does not make it less available for use 
by others Also, it is non-excludable, case there is no 
way to exclude anyone from using it Other examples of 
public goods include the police force, national defence, 
food control, non-toll roads fire protection, basic 
research, anti poverty programmes and many others 


Public goods and the free rider problem 


How do public goods velate to market failure? In the 
case of excludahie goods, itis possible to prevent people 

from buying ard using a good simply by charging a price 
for it, since those who ate unable or unwilling to pay Ihe 

price do not get to use it Therefore, private firms have 


ivate goods 


vali 


negativo ext 


goods 
the mi 


"long. 
««) and demerit goods 


‘education, petrol (gasoline) 


Goods with or without positive or 

(both production 

tnd consumption) sold ora price. Marit he 
they are produced by 


Examples: computers, books, clothe 


an incentive to provide excludable goods because they 
can change price for them, and therefore can cover their 
costs Nor-excludable goods dier: if a non-excludable 
gox! vere produced by a private firm, people could not 
be prevented from using it even though they would not 
pay for it, Yet no profit-maximising firm would be willing 
to produce a good it cannot sell at some price. As a result, 
"he market fails to produce goods that are non-excludabl, 
giving rise to resource misallocation, as no resources are 
allocated to the production of public goods 


Public goods illustrate the free rider problem, 
occurring when people can enjoy the use of 


a good without paying for it. The free rider 
problem arises fror non-excludabilty: people 
cannot be excluded from using the good, Public 
goods are a type of market failure because, 

duo to tha free rider problem, private firms do 
not produce these goods: the market falls to 
allocate resources to their production 


"Table 62 summarises different types of goods according 
To their rivalry and excludability characteristics 


Quasi-public goods 
Goods that do not fall neatly into the other 
three categories; often (but not always) 

ge postive externalities so may be 
provided by th government 
Examples: uncrowded toll roads, museums, 
public swimming pools that charge entrance 
faes, cable TV 
Soe the section below for an explanation of 
quasi-public goods. 


Non-exdudable | Common pool resources. 


quality, fish in t 


Natural resources that are not owned 
by anyone, not sold in markets and not 
having a price; their lack ofa price makes | Socially desirable goods not produced 
them subject to overuse (unsustainable 4 rà ts 

use), depletion and degradation 


Examples: forests rivers, lakes, soil 


Public goods 


See the section below for an explanation of 
quasi-public goods. 


by private firms because itis not possible 
to charge a price; they are subject to 

the free rider problem: people use them 
without having to pay; since they are 
socially desirable they are produced by the 
government and provided free of charge 


Examples: national defence, street lighting | 


Table 6.2: Summary of ct 


‘kinds of goods based on nvalry and excludat 
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Quasi-public goods (Supplementary 
material) 

Some goods do not it neatly into the category of private 
goods or public goods They can be considered to be 
“impure’ public goods, also known as ‘quasi-public 
goods’, Thess goods are: 

‘+ non-rivalrous (like public goods), and 

^ ccludable (like private goods), 

Examples include public museums that charge u 
entrance fee and toll roads, All these are exeludable 
because consumers must pay to use them. They are 

also non-rivaltous since use by one dors not reduce. 
availability for others Since the price system can be 
made to work here to exclude potential users they vould 
be provided by private firms, However, they all have 
very large positive externalities, thus justifying direct 
government provision. 


Government intervention 
to correct the market's failure 
to provide public goods 


Direct government provision 
‘We have seen that the market fails to allocate resurees 
to the production of publie goods, This meas the 
jovernment must step in to ensure that pie goods are 
produced at socially desirable levels. Thus publie goods. 
Are directly provided by the goveranent, are financed out 
f tax revenues and are made avilable to the publie free 
of charge (or nearly free of cho) 


Government provision of publie goods raises some 
issues of choice about fa) which public goods should 
be provided, and (i what quantities they should be 
provided. These issues are similar to what was noted 
eatlier in connection with direct government provision 
and subsidies for goods with postive externalities, 
Limited government funds force choices on what public 
goods (o produce, and each choice has an opportunity 
cost in terms of other goods and services that are 
foregone (sacrificed), 


Here, to, the government must use economic criteria to 
decide which publie goods will provide the greatest social 
benefits fora given amount of money. However in the 
case of publie goods, governments ae a major additional 
difieulty in calculating expected benefits With private 
goods that are provided or subsidised by the government, 
OL is possible to make estirtes f expected benelits by 


using the market price of the good. (Remember the 
market price reflects the benefits consumers receive and so 
reveals its value to consumers) Therefore, the government. 
in uss the market price of private goods with positive 
externalities to estimate their value to consumers, but with 
publi goods there is no such possibility as they are not 
produced by private firms and have no price, 


This means the government must try to estimate the 
demand (or price) of public goods through such means 
as votes or surveys of people who are asked how much a 
ood would be worth to them, This information is used 
in cost-benefit analysis, which compares the estimated 
benefits to society of a particular good with its costs. Ir 
the total benefits expected from a public good are greater 
"hàn the total costs of providing it, then the good should 
be provided, If benefits are Jess than costs, then it should. 
not be provided Assuming that cost-benefit analysis 
indicates à public good should be provided, the decision 
on how much of it to provide is made by comparing 
marginal benefits with marginal costs: the public good 
should be provided up to the point where MB = MC. 


Whereas the costs of providing a public good are 
relatively asy fo estimate, there are clear difficulties 
in estimating benefits A major dilicuhy arising with 
surveys i that people who really want something are 
likely to exaggerate its value. Therefore, cost-benelit 
analysis is a very rough and approximate method used 
to make choices about public goods 


Tn addition, it should be noted that just like in the case 
‘of positive exteraliie which invite direct government 
provision and subsidies for their correction, the 
provision of publie poods is abio political in nature, with 
different groups competing against each other, and with 
government roaetimes susceptible to political pressures 
‘that infusvce their decisions 


Contracting out to the private sector 


When the government provides a public pood, it may 
either provide it itself directly, or it may contract it out 
To a private firm. Contracting out by the publie sector 
o the private sector occurs when a government makes 
an agreement (or contract) with a private firm to carry 
out an activity that the government was previously 
doing itself. This is a practice that many governments 
around the world have been increasingly undertaking, 
Suppose the government would like to build a new 
highway system. Rather than build it itself by directly 
hiring engineers, workers, and supplying the materials, 
it may contract its construction out to a private 
construction icm. 
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Note that whether goods are provided directly by the 
government or contracted oui, they are in both cases 
financed out of tax revenues 

‘The potential ad 
following: 


ages of contracting out include the 


^ Ttisoltea done by competitive tendering (a 

competition between firms that would like to 
ovde the government with the service) result 

he selection of a provider that can offer the lowest 

E 

^ QUis usually accompanied by detailed spevitiations 
regarding the activity that will be provided 
with criteria for measurement of ths provider 
performance, which may allow for better quality 
control. 

^ I provides access to a brooder range of skills and 
technology of the private firm than the government 
is likely to have avaiable itself 


^ The private fino raay be more flexible and 
inovative than the government, 
* Due toll ofthe above it may be possible for the 
public goods provided to be better quality and less 
costly, 


On the other hand, contracting out also has potent 
idvantapes 


* The government becomes less accountable fort 
public goods it provides, 

* The government loses control over the services it has 
contracted out 

* The costs of contracting out may be greater han i 
the government had provided the public good itself, 
as the contracting private firms often charge high 
prices for their services, 

^ There isa risk shit quality may be reduced because 
competition between firms on the basis of cost may 
lower the quality of the services provide. 

^ There is. risk of making a poor contract with a 
private sector firm, resulting in higher costs and 
"over quality, along with reduced accountability and 
control noted above, 

* Contracting out needs to be monitored by thë 
government, which adds to costs 

As a result of all of the above it is difficult to generalise 

about the effectiveness of contracting out as a method to 

provide publie goods 


Moreover it should be noted that contracting out only 
addresses issues of the quaii costs, skills and so on. 


discussed above it does not address the difficulties faced 
by the government in making decisions about what 
public goods to produce and in what quantities, which as 
Wwe ave seen above depend on the very dificult problem 
of Lying to determine expected benefits and costs of 
alternative public goods 


T YOUR UNDERSTANDING é 


Explain how the concepts of rivalry and 
excludability relate to the distinction 
between public goods and private goods. 


Provide some examples of public goods, 
and outline how thay relate to the concepts 
of non-rvalry end non-excludability. 


Use the concepts of resource allocation and 
the free rider problem to explain how public 
goods are a type of market failure. 


Discuss the difficulties of direct government 
provision of public goods. 


Evaluate the government's policy option 
to contract out to the private sector the 
provision of public goods. 


6.4 Asymmetric 
information (HL only) 


EARNING, OBJEC 
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“The competitive market mechanism presupposes that 
all firms and all consuraers hase complete information 
regarding products. prices, resources and methods of 
production. Howesci as we know from Chapter 2 this 
condition is hardy ever met in the real world where 

firms, consumers and resource owners find themselves 

în situations where information is missing. Asymmetric 
Information refers to something more than just missing 
information; it refers to situations where buyers and 
seliis do not have equal access to information. In sone 
cases buyers may have more information than sellers; in 
other cases the opposite holds where sellers have more 
information than buyers. As we will see, thi usually results 
im an underallocaton of resources to the production of 
goods or services, and therefore to allocative inefliciency. 


We will study two different types of problems of 
asymmetric information: adverse selection and moral. 
hazard, 


Adverse selection 


Adverse selecti refer to situations where one party in 
i transaction has more information about the quality of 
the product being sold than the other party. 


Adverse selection where information is 
available to sellers but not to buyers 


Sellers often have information about the quality of 
i pood or service that they do not make available lo 
consumers. Sellers of used cars have formation about 
the car's quality that they are unlikely to reveal to 
Potential buyers if the car has a defect. In a free and 
unregulated market, seller of food could sell products 
that are unsafe for human consumption, possibly leading 
to illness and even death. Sellers of medicines could 

sell unsafe mediestions that could be ineffective or 
dangerous. Individuals claiming to be doctors, some of 
Whom havs ittie or no training, could practise medicine 
and even surgery, resulting in huge costs in terms of 
human health and safety. 


1o fre unregulated market, the result is usually to 
rallocate resources to the production of the sood 

or service. Consumers are likely to be aware of possible 
dangers to themselves, and will be cautious abaut buying 
the good or service, resulting in lower devvand, less 
production and lower sales However if consumers are 
unaware of possible hidden dangers, such as with unsafe 
food or toys, there could result an overallocation of 
resources lo the production of these goods and services. 


Possible solutions to adverse selection 
where the seller knows more than 

the buyer 

Government responses 

Regulation 

According to one method, governments can pass avs 
and regulations that ensure quality standards and safety 
Features that must be maintained by producers and sellers 
of goods and services, such as food, medications, private 
Schools toys, buildings and all types of construction. 


These methods ane not without their difficulties 
Legislation and regulatioy ore time-consuming, 
bureaucratie procedures, which sometimes work to slow 
down economic activities It takes a ong time, for example, 
o test new medications and certify their safety, and is 

ax costly proc Alio, regulatory and quality control 
activities lv very large opportunity costs Just in the ease 
‘of food safety control, which involves not only food and 
beverage products but also hygiene in restaurants, there is 
a huge numberof products and service providers involved, 
\who require regulation and monitoring from the level of 
‘the farm (regarding the kinds and amounts of chemical 
inputs) to the moment the food reaches the table. 


Provision of information 
Governments may also respond by directly supplying 
information to consumers, or by forcing producers to 
provide information, thus protecting consumers in their 
purchasing decisions. This may include information 
bout the quality of medical care by different 
providers, about communicable diseases crime rates 

by neighbourhoods, health hazards related to different 
activities, prodincts or substances nutritional labelling 
on foods, and so on. In some countries, particularly in 
Europe governments provide fee schedules for services 
(rich as legal, medical, architectural) to ensure that 
consumers receive a particular quality of services for à 
particular range of prices 


When the government i the provider of information, 
there are difficulties involving the collection and 
dissemination of all the necessary information to 
consumers, the accuracy of the information, as well as 
‘opportunity costs in providing the information. When a 
private sller/producer is the provider of the information, 
"ere are serious questions about whether information 
regarding all hazards in products or substances and 
materials used in prcducis or all information regarding 
the quality of services (whether legal, medical, financial, 
and so on) iszccurate and complete. 
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Another problem is that it is sometimes not possible 
to climinate an informal on asymmetry between sellers 
and buyers, because no matter what regulations and 
information are provided, there is still some mom for the 
seller to hide sone information from the buyer In the 
areas of health care and law, doctors and lawyers have 
specialised, technical information about their clients 

that the clients themselves do not possess Doctors 

and lawyers often use this information for their own. 
porte gain by selectively revealing information to their 
tients that causes them to demand more services than 
are necessary This practice leads to what is known as 
'supplicr-induced demand’, or demand that induced 
(created) by the supplier, which would not nave appeared 
if the client had equal access to information, 


Licensure 
In the case of doctors, most countries around the world 
have laws requiring doctors to be licensed, and a licence 
can only be obtained upon proof of adequate medical 
competence. Licensing i similarly required for many 
other professions in many countries, [rom teachers and 
lawyers to luibers and electricians 


Some economists criticise licensing. because it may work 
to liri the supply of people in a profession, raising th. 
price f their services and increasing their incomes ot the 
expense of consumers who must pay higher prices (this 
‘efers to marker power discussed in Chapter 7 at HL). 


Private responses. 
Screening 

Screening is à method used by the party with the limited 
information, in this case the buyer. The buyers may try. 
to get more information about what they are buying. in 
other words they sereen the produet or the producer or 
seller of the product, Consumers may find information 
provided on the internet about reliable used car dealers, 
or they may informally ask friends for information about 
the quality of health care service providers, or legal 
service providers, 


While screening may help in providing consumers with 
some missing information, it can by no means on its own 
solve the problem as it cannot provide systematic and 
complete information to match the information available 
on the seller's side. 


Signalling 
Signalling is a method used by the pariy that has more 
information, or in this ease the seller, The purpose of 
signalling is 1o convince the buyers that the product 
being sold is of good quality Common methods 


include the use of warranties, establishment of brand 
names that convey a feeling of reliability, and, in the 
case of used cars, making service records available oF 
extibiong cars in faney show rooms. 


‘The problem with signalling is that it is unlikely to 
provide full information to buyers, and it may even 
provide inaccurate or misleading information by sellers 
eager to promote and sell their products 


Adverse selection where information is 
available to buyers but not to sellers 


Adverse selection where the buyer has information not 
available to the seller fcn arises in the area of insurance 
services, where the buy of insurance has more 
information than the seller, This situation arises most 
often in the ures of health insurance, Buyers of health 
insurance know more about the state of their health than 
sellers of insurance, and those with health problems are 
‘unlikely to tell the full truth to the insurance company. 

In fee unregulated market, adverse selection results 

in an underallocation of resources to health insurance 
services, as the insurance company reduces the supply 

of insurance to protect ibelf against having to provide 
insurance coverage to very high risks, or people who are 
more likely to become ill, Adverse selection also leads to 
high insurance costs for insurance buyers 


Possible solutions to adverse selection 


where the buyer knows more 


Private responses. 
Private insurance companies usually protect themselves 
by offering» inge of policies where the lower the co 
of the insursace, the higher the deductible (out-of- 
pocket payments), This olfers people choice, so that 
those who believe they have a low risk of getting sick 
can buy a low-cost policy with higher deductible, 
While higher-cost policies with lower deductibles can 
be selected by people who believe they have high levels 
of health risk. This is actually a method of screening. 
Undertaken by the party with the limited information, 
or seller of insurance. The choice of high or low 
deductible given to the buyers of insurance is intended 
o sereen them by indirectly providing information 
about their state of health to the seller of insurance 


However in practice, it dues not work out this way. An 
important reason is that lower-income earners choose 
low-cost policies with high out-of-pocket payments 
because these sre more affordable, regardless of the 
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state of their health. From te perspective of equ 
or fairness, this is undesirable because it discriminates 
against those on low iucomes. Another reason is that in 
drying to protect therzscves against high risks, insurance 
companies usually refuse to insure people above a certain 
age, as elderly people generally have a higher chance of 
becoming ill. The result is that those who mostly need 
health insurance coverage, who are poor people who 
«cant afford to buy health care in the private marte 
tnd elderly people who are more likely to become ill, are 
1t with litle or no insurance coverage. 


Government responses. 
‘To deal with this problem, government responses may 
ke the form of direct provision of health care services 
at low or zero prices to an entire population, financed 
by tax revenues, thus ensuring that the entire population 
has health insurance covery such as in countries 

with a National Health Sevice (as in many European 
countries). Alternatively, they make take the form of 
social health insurance, which may cover a country's 
entire population (as in several European countries), or 
Which sees tit covers only certain vulnerable groups 
of the population (as in the United States). The benefit 
fof these approaches, particularly in countries that offer 
instare coverage to their entire population, i that no 
‘one in need of health care goes without i 


A potential problem with povernment-funded or social 
health care systems involves diliculties in controlling 
costs of providing health care and growing burdens on 
the government budget or social health insurance budget, 


Moral hazard 


Explaining moral hazard 


Moral hazard refers to situations where one party takes 
riska, but does not face the full costs of these risks because 
the full costs of the risks are borne by the other party. 

t usually arises when the buyer of insurance changes 

his or her behaviour after obtaining insurance, so that 

the outcome works against the interests of the seller of 
insurance. For example, buyers of car theft insurance may 
be less careful about protecting their car against theft, 
because they know they will be reimbursed if someone 
steals their car. Some buyers of medical malpractice 
insurance (doctors) may be less careful about avoiding 
malpractice, because of the knowledge that malpractice 
costs will be covered by the insurer. Unemployment 
insurance may lead some people to be less hesitant about 
becoming unemployed, in ths knowledge that their 
insurance will provide th with some income. 


In all these cases, the buyers of insurance have 
information about their future intentions that is not 
available to the sellers of insurance. In a free, unregulated 
masket, the result of moral hazard is to underallocate 
resources to the production of insurance services, as sellers 
of insurance ry to protect themselves against higher costs 
due to Ihe risky behaviour of the buyers of insurance. 


Many economists have noted that the financial crisis that 
began in 2008 was partly a case of moral hazard. It is 
argued that many financial institutions made risky loans 
and engaged in other highly risky financial transactions 
"because they believed that the government would support 
‘them in the event of difficulties (which, in fact, it did), 
(Note that this is not a matter of taking out an insurance 
policy in the strict sens of the term, but it is a sort of 
“insurance nonetheless, in that the government provides a 
‘Kind of assurance of protection in the event that financial 
institutions face difficulties due to poor loan repayments) 
You may aote that the term ‘moral hazard” does not 

refs o unethical or immoral behaviour. Itis simply a 
historical remnant of a very old insurance term that 
‘originally meant subjective 


Responses to moral hazard 


Problems of moral hazard in insurance ae usually de 
With by the provider of insurance, This is often done by 
making the buyer of insurance pay for part of the cost of 
damages through deductibles (out-of-pocket payment 
This is intended to make the insurance buyer face the 
consequences of risky behaviour, thus leading to less 
tisky behaviour. Tt will be recalled from the discussion 
bove that deductibles are a form of sereening, 


] 


A problem with deductibles is that it has different effects 
depending on the income level of insurance buyers 

As noted carlier in connection with adverse selection, 
private insurance companies usually offer a range of 
polices from which buyers can choose, where the lower 
the cost of the insurance, the higher the deductibles 
Higher-income earners usually choose higher-cost 
polices with low deductibles while lower-income 
‘earners choose low-cost policies with high deductibles 
because these are more alfordable. This suggests that 
‘higher-income earners are more likely to engage ín risky 
behaviour because they are offered more insurance 
protection, while lower-income earners are les likely to 
engage in risky bebe 


In the financial arca, moral hazard is dealt with through 
government regulation of financial institutions, intended 
to oversce and prevent highly risky behaviour. This 
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in Europe ans the United States have taken steps to 

degrees of government reputations that are required increase vegulation of the financial sector, though there 

if these ure to be effective. In general, following the are concerns that this has not been enough, especially in 
the United Stats, 


Using examples, identity two main types Explain possible private responses to 
of information problems that give rise to information asymmet 
market fall 


d Discuss some advantages and 


1b Using the concept of allocative efficiency, disadvantages of both government 
explain why information asymmetries intervention and private responses. 
erect mat us 3 a Provide examples of information 

2 a Provide examples of information asymmetries where information is 


here iniormation is. available to buyers but not to sel 


b Explain how governments can inter 
to correct these information asymmetries. 


b Explain how governments can interver 
to correct these information asymmetries. 


© Discuss advantages and disadvantages of 
those types of government intervention, 


6.5 Equity in the inmate p Theor 
distribution of incorne  ieamed tnat while equity anle Ie 
and wealth (HL oniy) mintai wer eters teu sean 
{his that people around the world generally share 


Our study of the circular flow model in Chapter 1 
shows that in a market economy the amount of 
goods and services that households receive depends 
fom their income, as this determines how much they 
can buy. Figure 14, showing the simple circular flow 
‘model (with no leakages and injections), appears 
below as Figure 6.8. We can see here that the income 
of households depends on payments they recive by 
selling the factors of production they own. Therefore, 
‘output and income distribution ina market 

economy depend on how many resources consumers 
Why the free market economy  thouseholds) own and are able to sell in resource 


[din i iti markets, as well as on the prices of the factors of 
results in income inequalities pendoetion they 


In Chapter 1, we saw that eyu’ty refers to the idea 
of being fair and just, while equality is the state of 


[Eu eens T —————s 
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Figure 6.8: Circular low of income model 


The problem of income distribution arises because 
ownership f factors of production tx highly unequal. and. 
ecause the prices of factors of production determined in 
the market wary enormously, Most people have labour 
resources that they provide in Labour markets, for which 
they receive wages. Yet some people are able to receive 
Very high wages because of special skills and education or 
tural talents, while others who are less skilles, educated 
or talented may receive wages so low that they may be 
unable to cover the most basic needs for themselves and 
their families (food, shelter, clothing, ec). 


Further, there may be people wio vould like to work 
but cannot do so because they lack the kinds of skills 
pms want to hire, or because they are sick, or old, or 
have special needs that rre» cat them from working, or 
because there simply ze not enough jobs in the economy 
to provide work fo everyone, Then there are some 
individuals who possess some of the additional factors 
of production of land, capital and entrepreneurial 
abilities, for which they receive rental. interest and 
profit income. These additional factors of production 
rally highly unequally distributed. Asa resuh, 
the warket-determined distribution of income in an 
economy islikely to be very unequal, with some people 
receiving far larger shares than others, 


Tt follows that markets cannot ensure tka! everyone 
în a population will secure enough income to satisfy 
their basie needs, Most societies consider this to be a 
disadvantage of the free market cconomy, because of the 
belief held by most people thit everyone in a population 


should be able io satisfy a minimum of basic human 
‘needs, Governments around the world therefore use a 
variety of methods to change the market-determined. 
disisibution of income and output, and arrive at a 
mor socially desirable outcome. This is referred to as 
redistribution, We will come back to the topic of income 
distribution in Chapters 12 and 20, 


Inequalities in wealth 


As we have seen in connection with the circular fow 
model, income refers to the fow of money that is 
received by the owners of the factors of production 
Wealth, on the other hand. refers to the money or things 
of value that people own. such as savings deposits 
(money saved in a bank); stocks in the stock market; 
bonds; land, houses and other property: valuable 
paintings or jewellery, and so on; minus debt o banks or 
Other financial institutions 


Income gives rise to the possibility of saving, which can 
then be used to create wealth, and so wealth and income 
are related to each other as would be expected. Yet they 
are distinct and are not always closely linked together, 
For example, some people may have high incomes but 
Jew ig esate they apend a Bi, in whioh casa they 
will have relatively low wealth, On the other hand, there 
may be people who have inherited wealth, or pensioners 
who have saved over a lifetime of work, who have high 
levels of wealth but relatively low incomes, 
In general, however, we caa say that the higher the 
income, the greater the possibilities for saving and fr 
accumulating wealth, Therefore, just as the free market 
sults 9 icome inequalities, so too it results 
in wealth ine lies. 


back to the topie of inequalities in income 
and wi in Chapter 12, where we will discover 

that equaliiey in wealth are tn fact far greater than 
inequalities in income 


Inequality in income and wealth in 
relation to market failure 


should be noted that the inability of the market 
o ensure that everyone in a population will secure 
enough income to satisfy their basi needs is nor strictly 
speaking marke failure. This follows from the way that 
market failure is defined. As we know, market failure 
is the inability of the market to achieve allocative 
ficiency, where MSH = MSC, or where social surplus 
is maximum. This bears o connection with income or 
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wealth distribution, Iis in faci possible to have allocative where for example a large portion of the population is 


ficiency and maximum se cil surplus ther with larg Tis pecuionty ll be discus nthe Theory 
Complete income equity or with extreme inequality, of knowledge 61 
TEST YOYRUNDERSTANDINC 
^ Explain, using examples, the difference 2 Using the circular flow of income diagram, 
between equity and equality in income explain why the market system cannot ensure 
‘wealth distribution that everyone in a society wil be able o 
secure an adequate income to satisfy basic 
needs. 


Inequality in relation to markt failure: the possibility of maximum social surplus in the presenco of 
extreme inequalities 

It was noted above that ir 
is possible toh 
maximum social surplus, 


income and wealth are not a iype of market failure, because it 
inequality where there is at the same time allocative efficiency with 


how can there be maximum social surplus with extreme inequality? The answer to 
this lies partiy in the positive-normative ditincion we discussed in Chapter 2. I you revisit Theory of 
knowledge 2.1 in Chapter 2 (atthe end of Section 2.5), you will be reminded that maximum social surplus 
for to the what/how much to produce and how to produce questions of economies, and the 
idoa of making the best possible use of resources, which are inthe sphere of postive economies. Equality 
ond inequality on the other hand referto the for whom fo produce question, which belongs tothe sphere. 
of normative economics 


Yor this by itself is not a satisfactory explanation, especially if we remember that allocative efficiency ean 
be defined as producing the combination of goods mostly wanted by society. In Chapter 2, Section 2.5, 
wo saw that allocative efficiency is achieved when the economy allocates its resources so that the benefits 
from consumption are maximised for the whale of society 


This clearly gives riso to à puzzle. How can benefits from consumption be maximised for the whole of 
socioly if there is extraa inequality with a large part of the population starving? 


We can find the answer to this puzzle in the definition of demand, which we studied in Chapter 2 
(Section 2.1), As you may recall, demand shows the various quantities of a good that a consumer is wiling 
and able te buy at diferent possible prices, ceteris paribus to our puzzle lies in the able to 
buy part of ihis definition. If consumers have litle or no income, they are not able to buy the good, and 
fore they do nat have any demand for it In other words, ne demand will show up in the market for 
the qood from consumers with little or no income, however much they may want to buy it, 


We now have the answer to the puzzle, As we know, the condition MSB = MSC is equivalent to maximum 
social surplus (or welfare) Alternatively, we can say that MB = MC is equivalent to maximum social surplus 
when there are no externalities. But MB is simply the demand curvel And MSB is also simply a demand 
curve for the whole of society that arcaunts for any possible external costs or benefits! This means 

that when we say that there is allocative efficiency and maximum social surplus when the benefits fram 
consumption are maximised for tie whole of society, we are simply talking abovt that part of society that 
has a demand because cansuiners are not only wiling but also able to buy the good! Consumers from the 
rest of society with little or no income and hence no demand are bypassed, ignored and forgotten. 
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amand from those consumers who have 


In other words, allocative efficiency is defined on the basis of 
enough income to make their preferences felt in the market 


Thinking points 
The work of the classical economists, such as Adam Smith who we met in Chapter 1, was not based on the 
positive-normative distinction. Economists at the time, as you may remember were moral philosophers, 
önd Adam Smith was deeply concerned with issues of ethics. It was only in the early 20th century that. 
economists became influenced by the methods of the natural sciences and the idea that facts should 

bbe kept distinct from values. Yet in more recent years, some economists, such as Amartya Sen, an Indian. 
Nobel Prize winning economist for his werk on Economic Development, argue that it does not make sense 
for economists to maintain this strict separation between facts and values, Sen's work reintroduces ethics 
and values into economic analysis and mixes them to creato a unified whole. We will encounter Amartya 
Sen in Chapter 18. 


+ In your study of economies, you are encouraged to consider the positive-normative distinction. Do you 
agree with the ides that facts (positive) should be kept distinct from values (normative) in the study 
‘of economics? Is t even possible to always make this distinction, or do values creep into the work of 
‘economists? We will come back to this point in Theory of knowledge features 9.1, 0.1, 18.1 and 18.1 


* Consider what redistribution of income leading to reduced inequalities in an economy implies for the 
concept of allocative efficiency. In particular, consider that people who previously had no demand 
for a qood or service may now have such a demand based on their higher income. What is likely to 
happen to the efficient level of output of particular goods and servicos? 


ict on your learning and enhance your understanding of key 
topics in this chapter. They are suggestions for inquiries that you can undertake on your own or in groups 
in order to revise the learning cbjectives of this chapter. 


1. Identify a good or service in your country or a country you are interested in that gives rise to a 
particular positive consumption externality. Examine the external benefits and their effects on 
stakeholders, investigate solutions in use, evaluate the solutions and identify effects on stakeholders 


2. Identify a publie good that has been contracted out to the private sector in a country you are 
interested in and investigate the advantages and disadvantages that have emerged. 

3 Investigate a situation where asymmetrie information involves adverse selection or moral hazard and 
identify public and private solutions that have been used to address it 


TYLE QUESTIONS 
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7.1 Introduction to 
firms, industries and 
market structures 


LEARNING OB. 
(ge 


Market power and market 
failure 


As you know from past chapters a firm (or business) 
is an organisation that employs factors of production. 
to produce and sell a good or service. A group of one 
or mors firms producing identical or similar goods or 
services is an dustry, The car industry consists o! car 
rxanufacturers (Ford, Honda, Mercedes, et.) the shoe 
industry consists of shoe manufacturers: the banking 
industry consists of providers of banking services 
(banks). Industries are analysed by use ot models 
called market structures, which desctibe characteristics 
of a market organisation that de 
of firms. 


mine the behaviour 


A fundamental distinction between market structures is 

the extent to vhich each individual irm in the industry 

is able to control the price at which i sells its product. 

Thisis known as market power. 

(On the basis of this idea, we can distinguish between: 

* the extreme of perfect competition, where firms have 
no ability to control the price of their products; such 
rms have 

^ theextreme of monopoly, where there is single frm. 
in the market; this firm has the greatest ability to 
control the price of its product, and therefore the 
greatest amount of market power. 

In between the two extremes are the two other market 

structures where fen face some competition but also 

have market power, ad for this reason they are known as 
imperfect competition; they include: 


^ mnc diste competition 
* oigo 


ro market power 


Market power is important because it gives rise to 
market failure, or the failure to achieve allocative 
‘ficiency. The greater the market power, the greater the 
allocative incfliciency, 


Firms in perfect competition, which have zero 

markat power, do not result in market failure, 

‘the only market structure whore firmi 

mey. Firms in the ot 

ys result in market failuro to 

monopoly resulting in the 
locative inefficiency, 


varying degrees, wi 
t degree of 


Introduction to market structures. 


Apart trom differences in their ability to control price 
(market power), market structures can be defined on the. 
‘ass of three main characteristic: 


the number of firms in the industry 

^ how similar or different are the goods or services 
produced, known as product differentiation, meaning 
‘that the products cat be made different from each 
other, oF not identical 

‘+ how easy of difficult it is for new firms to enter the 
industry and begin producing, which depends on 
whether there are hreiers lo entry: these include 
anything that con prevent a firm [rom entering an 
industry and beginning production. When there are 
no barriers to entry into an industry we say there is 
free enis. 
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Characteristics of perfect competition. 

^ There is a very large number of firms in the industry 

^ Allthe firms in the industry sell homogeneous 
products; this means the products are identical 
(undifereniated there are no brand names. 

^ There ars no barriers to entry; any firm that wants 
to enter the industry and begin producing the good 
1e service can do so freely 


Terfest competition is highly unrealistic and it is 

icut to find markets in the real world that mest the 
characteristics above, Examples that come tlie closest 
include the international markets for agricultural 
commodities such as wheat, rics, corn and livestock, 
other commodities like silver and sold, stock and bond. 
markets, and the foreign exchange market (in which 
currencies of different countries are bought and sold) In 
these cases, each irm is small relative to the total number 
of firms so that each one does not have much ability to 
influence its price Further, the product sold by all irm 
is identical or nearly dential, and any new firm is free to 
enter the industy 


Characteristics of monopoly 

^ ‘Theres. single seller or dominant firm in the 
‘dustry, so the single firm is the entire industry 1 
‘he real world, a monopolistic industry may consist 
of one firm that dominates the market wit a very. 
large market share. For example, Monsanto controls 
80% of the genetically modified corn market and is 
considered lo be a monopoly 

* The firm produces and sells a unique good or 
service, with no close substitutes: if substitute goods 
existed, then consumers could switch to buying 
the substitute, and Iss» would no longer be a 
monopoly for the pood. 

^ There are high barriers to entry in the industry; the 
monopolist owes its dominance in the market partly 
to the inability of other firms to enter. 


Examples of monopolies include telephone, water and 
electricity companies in areas where they operate as a 
single supplier. (These are known as natural mono 

to he discussed below) These may be in local arezs in. 
‘which case the firm i local monopoly, or it may involve. 
a national market f it covers all residents of a country. 

A postal service is another example of a monopoly 

‘with a national market. On the other Land, Microsoft 
Corporation has a monopoly in operating system 
software with Windows, with roughly 75% of laptops 
and desktops running Window in an international 
market In all these cases, there is a single firm providing 


the entire, or the largest part of the market; and it is 
extremely ditficult for other firms to enter the industry. 
Being the sole producer, the monopolist has significant 
cout ul over the price of its good or service. Monopolies 
are not frequently encountered ín the real world. 


Characteristics of monopolistic competition 
+ ‘There is a fairly large number of small (or medium- 
sized) firms in the industry. 
+ There are no barriers to entry; any new firm can 
enter the industry 
+ ‘There is product differentiation; each firm tries 
nt from those of the 
mis in the industry in terms of various 
characteristics lie the quality, servicing or. 
packaging 
Examples of monopolistic competition include the shoe, 
clothing, detergent, computer, publishing. furniture 
‘and resturant industries Monopolistic competition is 
like perfect competition in that there are many firms in 
the industry, I differs from perfect competition mainly 
because of product differentiation. By uying to make it 
‘ood or service diferent from any other, each firm tries 
To be like a little monopoly This is posible because each. 
firm is the only producer of that particular version of 
the product. For example, Nike is monopolist of 
shoes, and Reebok i a monopolist of Reebok shoes 
These firms use product differentiation to pain some. 
control over the prie of their products. However, the 
existence of other similar products (such as other brands 
‘of shoes) limits the degres of its power to control the 
market prices 


ke 


Characteristics of oligopoly 

‘+ Thee ts a small number of large firms in the 
indity: because of their small number, the firms 
ace interdependent, because the actions of one firm 
lect the others This means that each firm tries to 
predict what the rival firms will do. 

* Products may be either differentiated (cars) or 
undifferentiated (oil) 

^ There are high barriers to entry; it is difficult for a 
new firm to enter the industry. 

Examples of oligopolies include the car industry, airlines, 

slectrical appliances, electronic equipment (differentiated 

products) and the oil, stes, aluminum, copper and 

cement industries (identical or undifferentiated 

products) Oligopolies have significant control over price. 

Most industries in the real world are monopolistically 

competitive o oligopolistic, 
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Market power and competition 
As you learned in Chapter 2, Section The meaning of 
competitive markets competition occurs when there 

are many buyers und sellers acting independently, so 
that no one his the ability to influence the price of a 
product. Thersfore, by definition, market power is the 
‘opposite of competition, This can be seen in Table 7.1 
Which summarises the characteristics of the four market 
roctures listed in order of increasing market pow 
The greater the market power, the lower the competition, 
und the greater the control over price. 


Why we study perfect competition 


We have sen that perfect competition is a highly 
unrealistic market structure, Why then do we bother to 
study i? 

Mtis because it is the only market structure where 
allocative eliciency is achieved, in other words the 

only one where the market does not fail. Also, perfect 
competition sheis light on the benefits of competition 

in a market economy. Even though competition may not 
be perfectio the real world, as ong as it exists in some. 
fort t offers important benefits to the workings of the 


market system. Perfect competition therefore provides 
a standard that we can use to evaluate the other three 
market structures, 


Yet dems in perfect competition are also subject 
o important limitations By contrast the other 

three market structures, while not achieving 

allocative efficiency, often offer advantages which 
perfect competition cannot provide. Iis therefore 
{important to examine the advantages and disadvantages 
of each of the four market structures, 


Explain the relatiorship between 
competition ard market power, and how 
the four marcot structures rel 

other vith respect to these feat 


tics. 


Identify examples of industries that belong 
to each of the four market structures 


Perect [very many, homogeneous! | very agriculture [none perfect 
competition | very small_| unciierentiatod 
Monopolistic [relatively | differentiated | very easy some a good amount 
competition | many, 
relatively 
smal 
Oligopoly few large | diferentiated or | very significant [some (but 
Undifferentiated dificult | aluminum, far less than 
cars, monopolistic 
household competition) 
appliances 
Monopoly one, large one product [difcutto | public very mone 
withno close impossible |utlties | significant 
substitutes 


Table 7.1: Characteristics of marke siructures listed in order of increasing market power 


1wa) 
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7.2 Profit maximisation 
by the rational producer 


LEARNING OBJECTIVES 


To understand market structures, we must first examine 


aportant concepts relating to revenues, costs and 


Revenues 


Total revenue, average revenue and 
marginal revenue. 

Revenues are the payments firmas receive when they sel 
the goods and services they produce There are three 
fundamental revenue conc; total, average and 
marginal revenue, 


“The firm's total vene (TA) is obtained by multiplying 
the price at lich a good is sold (P) by the number of 
units of the good sold (Q): 

TR=Px0 


‘The fenis average revenue (AR) is revenue per unit of ouiput 
sd, or total revenue (TR) divided by units of output (Q) 


Note that AR is always equal to P, or the price of the 
product. The reason is that since 


R 
TR therefore P= AR. 
[] 


‘The firm's moral revenue (MR) is the additional revenue 
arising from he sale of an additional unit of output, 


AIR 


MA 


E 


Revenues in two different types of 

markets 

‘Whereas the definitions of revenues apply to all firms, 

the analysis of revenues is not the same, because this 

depends on whether or not the firm has any ability to 

control its price. We must therefore make a distinction 

regarding revenues where 

+ the firm is unable io control price; price is constant 
as output varies: perfect competition 

^ the irm has control over price; price varies with output 
‘monopolistic competition, oligopoly, monopoly 


Revenue curves for the firm that cannot control 
prics perfect competition. 

Tibi 72 shows total, marginal and merge revenue based 
con information on the price and quantity of the good in 
Situations where a firm cannot control prios Columns 
and 5 are cakeulated from the data in columns I and 2, using 
{he definitions given above: Note that rhe price a which he 
spod is sold does not change; this occurs only under perfect 
Competition. Figure 7.1 plots the data of Tabie 7.2. 


Lo [e 30 30 0 
C2 [31 [29 30 30 
3 [10 | 3o 30. 30. 
4 fo | aw 30. 10 
s [o | s 10 10. 
6 [|o | 60 30 10 
z| wo | 79 10 10 


Table 7.2: Calculating total, marginal and average revenue 
when price is constant the frm hae no contral price; the 
case of perfect compaction 
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a Total revenue 


eu«-— 
N 


T1311179 


b Marginal ard average revenue. 
PM ak 


IESPEPEE] 


Figure 7:1: Total, marginal and average reverie curves when price is constant: the fim has no control over pric; the case of 


perfect competition. 


Revenue curves for the firm tha: can control price: 
monopoly, monopolistic competition, oligopoly 
‘Table 73 shows total, marginal and average revenue from 
price and quantity inloctoation in the case where the firm 
has some influence ove price. The method of calculation 
is exactly the sam us in the competitive case above, 
"where columns 2-5 are calculated using the information 
ofthe first two columns, The difference isin the price 
data, appearing in column 2, showing that the price at 
which ihe good is sold changes as the quantity of output 
changes. The lower the price the greater the quantity of 
‘ovtput illustrating the law of demand. This occuss under 
ll market models that we will study other thar perfect 
‘competition. Figure 7.2 plots the data of Tabie 7.3. 


Table 7.3: Calculating total, margina! and average revenue 
when price varies the frm has some control over price, the 
cases of monopoly, manoselisse competition, oligopoly 


"s 
10 
= = = | 
H 1 12 5 
T 22 10 
3g 36 [3 oF 
3 36 D 
* E a E 4 
3 7 az 2 7 
7 D a2 os 
E 5 0 E Fis E fewer: 
3 a 36 E! Li when price varies: the frm has some control over price; the. 
30 3 30 5 3 ases of monopoly monopolistic competion, oligopoly 
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Calculating revenues 


To calcule revere only necessary remeber and 
adertand the relationships between the various evene 
Concepts beginong with the idea that TR = P Q. I you 
arc given duta on and Q. you can find TR, and from 

i ATR 
thre yous can le AR = D and MR AE You 
cau also work backwards o find 7Rand MR if you ow 
AR and Q, or to find TR and AR if you know MR and Q. 
Herrera that AR = P in al cases, io that if you 
know AR, you also know the prise af the produ 


‘To calculate revenues from a diagram, we simply read 
off the information appearing in the graph, and apply 
exactly the sume principles as above to calculate the 
revenue variable or variables we are interested in 


Costs of production 


The meaning of economic costs 


When firms usc inputs or resources to produce, they. 
incur costs i production, which include money payments 
to buy resources plus anything ee piven up by a firm for 
the we of resources The resources include and, hour, 
capital and entrepreneurship (see Chapter 1). 


When the firm uses resourvesit does not own, it buys 
them from outsiders and males payments of money to the 
resource suppliers For example, a firm hires labour and 
pays a wage;it purchases materials and pays the price to the 
seller Such payments made by a fito to outsiders to acquire 
resource for use in production are kaown as explicit n, 


On the other hand, when the firm uses resources it owns, 
there i still a cost, which: consists of the income that is 
sacrificed when the fto uses such a self-owned resource. 
For example in the case of an office building owned 

and used by the rm, the cost is the rental income that 
Could have bess earned if the building were rented ou 
You can think of this as an opportunity cos The hours 
of worka firm owner puts into his or her own business 
have an opportunity cost equal to what the firm ownt 
could have caned if s/he had worked elsewhere. The 
Entrepreneurial abilities the firm owner puts int ire 
business (risk-taking. innovative organisational and 
managerial abilities) involve a further opportunity cost 
equal to what these abilities could have earn elsewhere. 
"The sacrificed income arising from the use of self-owned 
resources by a imis an inplci cast, 


1 Define 


total revenue, 
b marginal revenue, and 
© average revenue, 


Given the following price and quantity 
data for a product, calculate total revenue, 
marginal revenue and average revenue, 


s[s[s[s 


A 
wesin o [1 [2 [3 


Given the following price and quantity 
data for a product, calculate total revenue, 
marginal revenue and average revenue, 


8 
2 


7 
3 


ols 
als 


4 
é 


3 
7| 


Outline what can be concluded about 
how price changes (or does not 
change) for each unit of output sold in 
questions 2 and 3, 


Explain the relationship between price 
and average revenue, 

Given the following data, calculate total 

revenue and marginal revenue for each level 
of output, Identify the price at each leve of 
output 


m 1 


^s [ao 


se ve [1a [nz no] 


Given the following data, calculate total 
revenue and average revenue for each level 
of output. Identify the price at each level of 
output. 


m) 
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The relationship between average cost 

The sum of explicit nd implicit costs incurred : 

y a frm for use of resources, whether and marginal cost in the short run 

purchased or self-owned, are known as Figure 7.3 plots marginal cost and average cost based 

economie costs, When economists refer to ‘on ihe data that appear in Table 7.4. As explained. 

‘casts’ they mean ‘economic costs’ in Chapter 2 the MC curve is based on the law of 

- diminishing marginal returns (Section Assumptions 

tundrving the aw of supply). The same applies to the AC 

urve You may recall that diminishing returns holds only 


Costs of production in the short run 


a Chapter 2 (Section Assunprions underlying he Taw gf — fn the short run when at last one factor of production is 
sippy vou were introduced to cost of production, (is xed; Therefore our nali o coss in shis section clearly 
suggested that you reread this section befor: continuing apples to rhe hort rm. 

further) Very briefly, the relevant parts fem that section 

include the following concepts: costs (8) 


+ short run = the period of time when at least one 

factor of production is fixed si d 
ong run = the period of time when all factors of D 

production are variable 


^ total cost = all costs of production incurred by a firm bs xc 
^ marginal cost (MC) = the extra or additional cost of 0 [^ 

producing one more unit of output, i 
To calculate MC, we use the formula r 

are 
Met 4 
We now need to introduce one more cost concept: erage 2 
cost (AC), which is cost per unit of output produced, or. 
total cost (TC) divided by units of output (Q). 
9$ 121345478 


“Table 74 below is the same as Table 2.5 in Chapter 2 
(where you learned how to calculate marginal cost) and 
in addition includes a new column showing average cast, 


D 12 12 12 
Pam 2 3 10 
3 % n [T] 
ny 5 as 
s 2 92 
n F D L 1033 


Table 7,4: Total cost, marginal cost and average cost 


202 
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Itis important to note the tloionship between the 
average cost and marginal cost curves: when the marginal 
cost curve les below the average cost curve, (MC<AO, 
average cost is falling, and when the marginal cost curve 
lies above the average costs curve (MC AC), average 
cost is incrsasing. This means that the marginal cost curve 
‘ay intersects the average cas eure when thi is at its 
inima, The reason lies in the mathematical relationship 
between the average and marginal values of any variable. 


Coasider a simple example involving test scores, Say 
you have an average of ÑO in your tests I your next test 
Score (the ‘marginal’ scores greater than your average 
of 80, your average will increase, IF your axt test score. 
is lower than your average of 80, your average will fall 
"The relationship between average and marginal tst 
scores is exactly the same as the relationship between 
average and marginal costs 


Calculating short-run costs of production 


‘You can calculate costs easily if you remember and 
understand the seationships between the cost concepts. 
we have just discussed. If you have information on units 
of output (Q) and total cost (TO), you can find A 

ATC 
a AQ YO ean aso work backwans io 
fud TC and MCif you know AC and Q, oF to find TC 
and AC if you know MC and Q. 
To calculate costs from a diagram, you canı just read 
off the information appearing in the gaiph, and apply 
exactly the same principles as above to calculate the cost 
variable or variables you are interested in. 


Define 
5 total cost, 
b marginal cost, and 
£ average cost, 


Gi 


n the following quantity and total cost 
data for a product, calculate average cost 
and marginal cost 


Given the following dat, calculate total cost 
and marginal cost for each level of output. 


elses 


180 | 140 |133 [135 | 140. 


Given the following data, calculate total cost 
and average cost for each level of output, 


Costs of production in the long run and 
economies of scale 


You may remember that the long run i the period of 
ime when the firm varies (changes) all its factors of 
production, We are interested in examining how the 
firm's average cosa or its cost per unit of output, 
change when it grows larger by incen all of its factors 
of production, 


y moment in time, when the firm is in the short 
run, it has a particular short-run AC curve; we can call 
this its SAC. When it grows over time, we can think of 
it as poing into the ong sua, increasing all its Factors of 
production, and ien going into a new short run with a 
new SRAC. Imagize this process repeating itself again 
‘and again: thé frm goes [rom one short-run position 

to another ard then to another, and these short run 

i are connected to each other through moments 
the firm enters the long run in order to increase 
all of its factors of production. This process is shown 
in Figure 74a), where we see that as the firm grows 
Digger, it has a series of SRAC curves, SRAC), SRAC», 
and so on. Imagine now an infinite number of SRAC: 
they will trace out the fong run average cost curve, or. 
LRAC, which is the curve that just touches (is tangent 
to) each of the short-run curves 


‘We can see that the SRAC curves keeps shifting to the right, 
Which is what we would expect since there is more and more 
output (Q) being produces. But note that the SRAC curves 
not only move to the night, but also at first move downward, 
and afier a point they move upward. Iis this U-shape of 
the LRAC curve that we want to examine, 
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3 Long-run average cost curve in relation to short-run 
average cost curves 


S 


nac 


RAC, 


o ‘output, d 


b Economies and diseconomies of «c 


i Cmm tmv 


‘output, d 


igure 7.4: The long-run average cost curve 
The reasons for the U-shape of the LRAC have nothing 
to do with diminishing marginal retums, which are a 
feature of short-run production and cost, The U- 
of the LRAC curve can be found in economics and 
diseconomies of veale. 

Economies f ele are decreases in average costs of 
production over the lone run asa firm increases all its 
factors of production. They explain the downwa 
sloping portion of the LRAC curve, 

Some reasons why this occurs include: 


‘+ Specialisation of labour. As the scale of production 
creases, more workers must be employed, allowing 
greater labour specialisation. Each worker 
specialises in performing tasks that make use of 
skills, interests and talents thus increasing eñiciency 
and allowing output to be produced at a lower 
average cost, 

‘+ Specialisation of management. La 
production allow for more manager 
sach of whom can be speciatised in a particular area 
[such as production, als, finance, and so on), again 
resulting in greater ficiency and lower average cost 


* Bulk buying of inputs (factors of production). As 
quantities of inputs purchased increase, the price 
per vnut drops 

‘+ Financing economies. Larger firms may have lower 
interest rates, thus contributing to lower costs per 
unit of output, 

^ Spreading of certain costs, such as marketing, over 
larger volumes of output. Costs of certain activities 
such as marketing and advertising, design, research 
and development, result in lower average costs if 
they can be spread over large volumes of output. 

Diseconomie of vale on the other hand, are increases in the 

anerage cost of production n the long run ax a firm increases 

ts output by increasing ls inputs They are responsible 

for the upward-loping part of the LRAC curve: asa firm 

increases its scale oF production, avere costs increase 

Reasons for dieconomies of scale include: 

* Co-ordination and monitoring difficulties, Ax à 
firm grows larger, its management may run into 
dificulties of co-ordination, organisation, co- 
‘operation and monitoring. The result involves 
growing ineliiencies causing average costs to 
increase as the firm expands 

+ Communication difficulties. A larger irm size may 
ead to difficulties in communication betwee 
various component parts of the firm, resulting in 
inefficiencies and higher average cost 

^ Poor worker motivation. If workers begi 
their motivation, to fel bored and to 
bout their work, they become les efficien 
resulting in higher average costs 


to lore 
lile 


Profits 
Tho meaning of profit. 


Standard economic theory assumes that firms display 

rational behaviour by trying to maximise their profits, 

‘meaning that they try to make their profits as large as 

possible (Chapter 2). In general, 

profit = revenues - costs of production 

In economics, profit is defined as: 

profit = tøtal revenue - economie costs 
total revenue — the sum of explicit costs 

+ implicit costs 

since economie costs ae the sum of explicit plus implicit 

costs 


T 
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Profit maximisation 


Standard economic theory of the firm assumes that firm 
behaviour i guided by the firm's goal to maximise proi 
Profit masimisation involves determining the level of 
‘output that the firm should produce to make profit as 
lange as possible, 


‘Yet firms do not always make a profit; in some cases, 
their total revenue is not sufficient to cover all cost 

in which case they make a loss, which can be thought 
ff as negative profit, If a irm is making a loss it may 
eventually go out of business, but until it decides to shut 
down, it will be interested in producing th: quantity 

of output that will make its loss as sinali as possible 
“Therefore, the theory of the firm is also concerned with 
how much output a loss-making firm should produce in 
order to minimise its los. 


There are two approaches to analysing profit 
maximisation (or loss minimisation): one involves use 
of total revenues ani? total casts and the other involves 
use of marginal revenney and marginal cons, Both 
these approaches yield the same results for the profit- 
maximising (or losminimising) level of output 


Profit maximisation based on the total revenue and 
toit cost approach 
“This approach is based on the simple principle that 


profit = total revenue (TR)= total cost (TOY 
Where TC is the imis economie cov (explica plus implicit’, 
The firm's profit-maximisation rule i v produce the 
level of output where TR - TC is as lange as posible 


The amount of profit made by the firm is equal to the 
numerical diference between TR and TC 


Positive profit: 1/» TC; the fim earns abnormal 
profi. 


Zero profit: IR = TC; the firm earns normal profit 


Negative profit: TR« TC; the firm makes a lose 


We wil return to the terms abnormal profit and normal 
profit 


Profit maximisation based on the marginal revenue 
and marginal cost approach 

Profit maximisation using this approach is based. 

on a comparison of marginal revenue (MR) with 
marginal cost (MC) to determine the profit-maximising 
level of output, The frm’ prot maximisaion rule 


(and loss-miniisation) i o choose to produce the level 
of output vire MC = MR. 


In Figuce 75, both parts (a) and (b) show the standard 
MC curve that we studied above (as well as in Chapter. 

2 in connection with the firm's supply curve). As we 
know, there are two kinds of marginal revenue curves, 
depending on whether or not the firm has control over 
the prie of its output. Part (a) shows the MR curve of 
‘the firm with no control over price. Part (b) shows the 
MR curve of the firm with some control over price, Both 
parts (a) and (b) illustrate the identical principle about 
profit maximisation, 


According to the profi-masimising rule, MC = MA, the 
Point of tence bea he MCand MR cures 
determines the prising level of output; this is 
nna in Figure 1S6) and (b). Why is this so? Consider a 
dir producing output Q in both paris (a) and (D, where 
MR MC V this fem nrease iut output by one unit, he 
‘ations revenue it woul receive CMR) wil be greater 


0 6$ Cre OG 


bo Price varias with output 


Figure 7.5: Profit mavirnisation using the marginal revenue. 
and marginal cost approach 


25) 
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teo nce ale pau ac 
interests to increase its level of output until it reaches VTI 


Qama Where MR = MC. I it continues to increase output ia 
Beyond Quum 480 Qs, Where MRE AIC, theaddionat | ^ Owen the data in question 3 

revenue it would receive for an extra unit of output is a determine the level of output at which 
Jess than the addtional cost, and so it should cut back the firm will maximise profit using the 
on its Q. These i only one point where the firm can do marginal revenue (MR) and marginal 
nothing to improve its position, and that is Qua, where cost (MO) approach. (Hint: you must 
MIS MC, and profits the greatest it can be. use the information in the question to. 


find MR and MC) 


Firms maximise profits or minimise losses b Did you find the same profit maximising 
when they produce a quantity of output where D 
MC = MR. This holds for all market structures. 


el of output as in question 3(a)? 


5. Suppose that a fin with some control ov 
price faces tho costs and prices per unit of 
output shown in the table below. 


When we are given data for MC and MA (and no 
information on total costs and total revenues), all we can 


do is find the profit-masimising level of output where 5 Use the total revenue and total cost 
MC - MR, but we cannot find the amount of profit (or approach to determine the level of 
Joss) unless we have more information, We will see how output at which the firm will maximise. 
this is dane below viict we study the market structures. profit 


b Calculate how much profit will it mako.* 


© Calculate the amount of profit (or loss) 
19 Identify the two approaches to profit — | when Q=2,0=3,0=8 


‘maximisation by firms. 


1[2]s [4[sTe [7s 
s [2021 23 ae [s0 35, 


PIDE NUN c A ho[s|e|v]e[s]«]s. 
a Say a fim is producing a level af out 

Q whore MC» MR. State what it should 4^ Given the data in qu 

do to increase its profit oc roduce its loss). 


b Outline the profit-maximising rule « 
firms in each of the two approaches. 


tion 5, 


^^ determine the 


vel of output at which 


bo State what should doi its producing the ew masse prot using the 
Q where MC « MR. gnis revenue Mm and marginal 
Est MC approach. nt you must 
37 Asuma that im at hana corel ovar ha tne ta Raton inthe uation V 
poe nel fs output at $5 par urit ed tend MCI 
5 Given the following data, use the total b Did you find the same profit-maximisin: 
revenue and total cost approach to leval ol anpi an quaMonSt T 


determine the level of output at which 
the firm will maximise profit. When using the T and TC approach your results give 
tam prima levela mpl whereas the MR 
and MC approach gwes oniy one. This beca the 

MR and MC approach actualy mor precie than the 
TR and TC approach H it a gend deat ue the larger nf 
the mo valut of output tht you get by ung the Tand 
TC approach 


8 |9 fol S 


b Calculate how much profit it will make." 


© Calculate the amount of profit (or loas) 
when Q=3, = 6, Q= 10 


T 
1|2|s|a|s]o 


zs ze |o ss ni [as 


"T 
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The meaning of normal profit 


When profit is equal to zero, and total revenue is equal 
to total economic costs, the firm is said t0 be making 
normal prof 


Normal profit can be defined as the minimum 
amount of revenue that the firm must receive 
£o that it will keep the business running (as 


epposed to shutting down). It can also be 


defined as the amount of revenue that cover 
all explicit and implicit costs. Therefora, a fim. 
sams normal profit when total revenus. 
economic costs and profit = zere. 


‘These apparently different definitions are in fact 
consistent: the minimum amonat of revenue the firm 
must receive to make it worthwhile to stay in business 
is equal to the revenue that covers all of the firmis costs, 
implicit plus expli 


Note that nori profit also include rhe payment for 
entrepreneurship. Entrepreneurship, you will remember, 
includes the talents to organise and manage a business 
and take risks, Entrepreneurship receives u payment just 
ts all other factors of production do, and this payment 
included in normal profit. This means that if you ave 
the owner of a pizza restaurant which i earning normal 
profit (meaning zero profit) you are still getting paid for 
all your work as entrepreneur in your busnes Therefore 
you have no reason to close down yous restaurant 


“This means that a firm will continue to produce 
even if it is earning zero profit, meaning it is ea 
normal profi 


Define profit and normal profit, 
the difforence between them, 


ind explain 


Explain why profit can be positive 
negative, 


A firm earns zero profit, and yet it does not 
shut down. Explain why. 


7.3 Perfect competition 


DEKRNING 


Let’ remind ourselves of the characteristis of perfect 
competition: 


"Theresa very large number of firms in the industry 
At the firms in the industry sell a homogeneous or 
identical (undifferentiated) product. 

There are no barriers to entry into the industry. 


Demand and revenue curves 


The demand curve (average revenue 
curve) facing the firm 


Suppose you have a farm that produces strawberries 
You are one of many sial! strawberry producers, your 
strawberries are very similar to those produced by 
other strawberry farmers, and anyone who would like 
o produce strawberries can do so (there are no barriers 
to entry. 


m) 
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‘Table 75 summarises the cost, product, revenue and profit concepts we have studied. 


Total revenue The total earnings of a firm from the sale of its output. | TR=P xO 

Marginal revenue The additional revenue of a fim arising rom the sale off yp ATR 

an additional unit of output 20 
‘Average revenue Revenue per unit of output bie ae 

a 
3 

Explicit cost The monetary payment made by a fim to an outsider 

to acquire an input, 


Implicit cost Tis 


income sacrificed by a frm that uses a 


Total cost (TO) Tho sum of explicit and implicit costs 
‘Average total cost (AC) | Total cost per unit of output 


Marginal cost (MQ) | The change in cost arising from one additional unit of 
output, 


apod curve showing av 


Longsun average cost | A. ge costs in the long 


e n aana ala nt ptt vti 
S 
Pe Teal remos minus total cont Ghe sm f explet plar TTC 
parken 
Nomalpoh Oi when aleve equa aac Kara [morc 
Priiman nour cereus jid bya fees 


keep running. 


‘Abnormal profit Profit that results when total revenue is greater than — | TR>TC 
total cost. tis revenue that is over anel above normal 
profit. 

Loss Negative profit; occurs whes total revenue is less than. | TR-TC 


total cost 


Tabla 7.8: Summary of cost, product, revenue and pref concepts 


Figure 7.6(a) shows standard market demand and supply — curve has a price elasticity of demand (PED) equal to 
curves for strawberries, which determine the equilibrium infinity throughout its range (see Chapter 3, Section 3.1). 
price, P Figure 7.6(b) shows the demand curve for What docs this mean for yu 

Strawberries as it appears to von, re strawberry producer. 

is perfectly clastic, appearing as a horizontal line at 
P, dciermined in the market, A perfectly elastic demand. 


Asa strawberry producer, being small, you can do 
nothing to influence this price: you must accept Pe 
and sell the staount of strawberry output that will 


m) 
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a Markevindustry 


P L 


— V — 


b indiidual fum 


DAPAMRHAR. 


o rj o 


Figure 7. 


Market industry) demand and supply determine demand faced by the per 


npetitive fem. 


maximise your profit. Your frm (or your firm) is 
therefore a price-taker, If you raise your price above 
P, you will not sell any strawberries because buyers 
will buy strawberries elsewhere at the lower price ^. 
On the other hand, since you can sell all you want 

at price Pe, you would have nothing to gain and 
something to lose (some revenue) if you dropped your. 
price below e, Therefore, you sell all your strawberry 
output at P 


Tho demand curve for a good facing the 
perfectly competitivo frm is perlectly el 

(horizontal) at the price determined in the 
‘market for that good. Th the frm 


the market. The fim has no ability to influence 
price therefore it has no mart power. 


The firm's revenue curves 


The firm we are covsidering is the one studied in 
Section 7.2 above, when we studied revenue data and 
curves for the rm that is unable to influence price, 
Consider once again the example used in Table 7.2 and. 
Figure 7.1. Assume that a perfectly competitive firm 
sells è good at €10 per unit. In Table 7.2, column 3 
shows total revenue, calculated by multiplying unite 

of output in column 1 by price shown in colunn. 
Column 4 calculates marginal revenue, by taking the 
change in total revenue and dividing it by the change in 
‘output, Column 5 shows average revenie, obtained by 


dividing total revenue by quantity of output. The data 
in the table reveal an interesting pattern; 
No matter how much output the perfectly 
tompetitive firm sells, P = MR = AR and these are 
constant at the level of the horizontal demand 
curve. This follows from the fact that price is 
constant regardless of the level of output sold 


"This result holds only for firms operating under perfect 
competition, because these ate he only firms that are 
‘unable to influence price and are forced to sell all their 
‘output at the single price determined in the market. 
‘The data of Table 7.2 are plotted in Figure 7.7 below 
ure 7.1(b), where we see that 
since price is constant at €10, P = MR = AR, and they 
all coincide with the horizontal demand curve, 


PMR, AR 


an 


De P=MR= AR 


EZET 


Figure 7.7: Demand, marginal revenue and average 
revenue in perfec: competition 
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7^ Outline the characteristics of perfect 
competition, 


20s Explain why the perfectly competitive 
firm is a price-taker. 


^ Outline what would happen if this firm 
tried to raise its price above the market 
price or if it lowered its price below the 
market price. 


3^ Outline how the demand curve facing the 
perfectly competitive im relatos to the 
Industry/market equilibrium. 


4 a Using a diagram, explain the 
relationship betwen the firm's average. 
revenue (AR, and marginal revenue (MR) 
in perfect competition, Outline how are 
they related to 


b product price, 
£ the demand curve facing the frm, and 


| the principle that each firm is a prico- 
taker, 


Profit maximisation in the 
short run 


Remember, the short run isthe period when the firm 
has at least one fied input. This means the number of 
rms in the industry is also sed, To enter or leave an 
industry a firm must be able to vary al ts inputs Since. 
this cannot be done i the short run, firms cannot enter 
or leave the industry (until they move into the ong run). 


» terms of your strawberry farm, this means that you. 
ave some fixed inputs such as the land you cultivate, 
and perhaps your farm machinery, As long as all other 
strawberry producers also have a fixed amount of | 
agricultural land and farm machinery, no one can enter 
or leave strawberry production, 

When a firm wants to maximise profit in the short 

run, what must it do? Since it is à price-lor, it cannot 
influence its selling price, It can only make a choice on 
how much quantity of output it should produce, We will 
sec how the firm does this usce the marginal revenue 
and marginal cost rule, introduced above 


Short-run profit maximisation based on the 
marginal revenue and marginal cost rule 
The analysis consists of three step. 
iO Find the point where marginal revenue equals 
marginal cost to determine profit-anax nising (or 
lose mininising level of output. As we know, a frm 
interested in maximising profit (or munimising loss) 
produces output where MR 
Shows Qao be the profi-maxir 
ouput 
Compare average revenue (or price) and average cost 
do determine the amo of profit (or losa) per nito 
output, A comparison of average revenue (which ie 
Equa to price) wiih merae cost hows the amount 
proi (or los) per unit of output, We know 
prot = T'R- PC. Hf we divide this throughout by 
output, Q. we get an expression for profit per unit of 
Output. in other words In terms of average 
praft TR TC 
[] o0 
Alternatively 
prof 
o 
Moreover, 
profi 
o 
This is the key to caculating how much profit or 
Joss per unit o output the frm is making. 
{Wad total profit (or total lms). To do this, we multiply: 


peo 
o 


RAC. 


eP 


IR, it follows that 


ac 


] dose 
"ty gror by gj 
Oo EQ 


At the profitzmaximising level of output Q: 


^ MAR» AC (or P > AC), the firm makes 
abnormal profit (positive profi) 


* WAR = AC (or P = AC], the firm makes 
normal profit (zero profit) 


+ WAR < AC (or P< AC), the firm makes a loss 
negative profit). 
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a Abnormal profit b Normal pratt 
2 
H 1 M6 ae 
H g 
bad in 
ban Pye AR, 

i py MR = Da 

a o @ o 


Figure 7.8: Short-run profit maximisation in perfect competition 


Using the above three step approach, we will examine 
the behaviour of the perfectly competitive frm in the 
short run, making use of the diagrams in Figure 7.8. 
Each of these diagrams contains identical AC and MC 
cost curves note that MC always intersects AC at its 
minimum point. What differs between the diagrams 

is the position of tis perfectly elastic demand curve, 
shoving different possible prices that the firm, being a 
price-taker, must uccept 


Profit maximisation and abnormal profit 
To Figure 7.8), prie P = At = MR represent the 
dex curve facing the firm. Using the rule MR = MC, 
we arrive at the profit maximising level of output Qy 
simply draw a vertical line from the point of erection 
"be horizontal axis). We then compare P with AC, 
vertical line, and since 7, 4C, we 
is making abnorma! pot per unit 
iven by the vertical distance between 


points a and b To find total proi e multiply profit per 


times the total number of units produced, piven by 


profit 
X Q and iy represented by the shaded area 
Q "2 P y 


in the diagram. 


When F>AC (or AR>AQ at the level of output 
where MC = MR, the firms earns abnormal profit 
(positive profit 


Profit maximisation and normal profit 
Suppose the markt deermined price falls te F: 
corresponding o demand curve Das in Fat. 2b). 
Applying again the MR = MC rule, we tiid the proli- 
maximising level of output Qs Comparing Pa with AC at 
ouput Qs, we see they are equal to each other: herr, 
profit per unit is Po ACs =f: Therefore, profi iszero and 
The firm is earning normai proiit. When proi zero, price 


equals minimum AC. The omis total revenues are equal to 
its total coste 


When P= rninimum AC (or AR = minimum AC) 
at the lel of output where MC = MR, the firm 
arns normal profit (zero profi) 


Loss minimisation 
I the market price falls below minimum AC, such as Py 

in Figure 7c) corresponding to demand curve Ds as in 
Figure 7b), the firm docs not carn enough revenue to 
cover al its costa. Using the MC = MR rule, we see that the 
-maximising or loss-minimising level of output is Os, 
at which Py < AC, indicating the firm is making à negative 


profit, or loss Therefore, Q is the firm's Joui-minimising 
output, AC,- Pa, or the difference between points and d, 
loss 


represents the firms koss per unit of output, oF 


2 vertical distance by Qs, we get the 


I we multiply 1t 
by the shaded area. 


firm's total loss give 


Whon P « minimum AC (or AR « minimum AQ 
at the level of output where MC = MR, the fim. 


makes a loss (negative profit) 


Profit maximisation in the 
long run 


In the long run, all the firm's factors of production are 
variable: therefore, the number of firms in the industry is 
no longer unchanging. New firms can enter the industry, 
existing firms can change their size (increase or decrease 
all their inputs). or frm can Leave the industry altogether 
There is therefore ce entry of firms in an industry. 
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Figure 7.9: The fom and industy long ron equlibrum position in perfect competition 


Normal profit in the long run 


In the long-run equilibrium of perfect competition, all 
firms earn zero profit, in other Words they earn normal 
proli The long-run caviübrium position of each firm and 
"industry under jx lect competition is shown in Figure 
73. The market settles at the price Pe, which is just equal 
to the firm's imum AC, where cach firm is caming. 
normal proti, since P= AC (or AR = AC), You may 
note at at this point 4C must be minimum since profit 
mosiation occurs where MR = MC, und MC imtemects 
AC at its minimum point, Each firm in the industry 
Produces output Oy and the industry as a whole produces 
output Q, (equal to the sum of all the firms” outputs) 

Why does this happen? How isit tha 


in the short run earning abnormal prot, or were 
losses end up making normal proñts in the long run? 


Suppose the strawberry indust is profitable. meaning 
that strawberry farms (or iens) are making abnormal 
profits so that P>AC (or AR>AC). In the long run, when 
firms can vary all ther Inputa new farmers are attracted 
into the strawberry industry since they would also like to 
carn abnormal voit As more and more farms begin to 
produce strawberries, the supply of strawberries increases, 
and this has the effect of reducing the price of strawberries 
But as the price of strawberries falls, the abnormal profits 
of si berry producers fall. The price of strawberries 
continues to fall until it is just equal to minimum AC. At 
that point the strawberry producers, who as pricetuters 
must accept the price that is determined in the market, end 
up earning normal profit where P= AC (or AR = AC), 


Suppose now that the strawberry industzy were loss-making, 
în which case eC (or AREAC), in the long run some 
strawberry farms would close dows, or else they might sop. 
producing strawberries and begin producing another more 
profitable crop. As strawbezty warmers leave the industry 


or switch out of sri berries the supply o strawberries 
decreases causing the price of strawberries to rise, This 


j strawberry producers in the industry will end 
up caraing normal profit where P= AC (or AR = AC) 
"The interested student may see how this process occurs 
using diagrams (presented as Supplementary material in 
the digital coursebook) 


In perfectly compet 
firms profits and losses are alimini 
revenues aro just enough to cover 
that every firm earns normal profi. 


"This proces illustrates at important principle, whieh 
is that corpetitio lols to a process of firms opening 
(or losing) such ihai price is driven down (or up) to the 
lowest level tht is acceptable to the firm inorder for it 
to continue operating. This is the price that is equal to 
minimum average cost, and that allows the firm to earn 
nori profit so that it is just covering all its costs, As 
owe will sce in the pages below, anything that restrict 
competition results in higher prices abnormal profit for 
firm and welfare lors for society 


1 Using diagrams, show when a frm 
‘earns profit chow profit per unit and 


total profit, 


earns norinal profit, and 


earns negative profit (a loss) (show loss 
per unit and total loss} 


22) 


Copyright Material - Review Only - Not for Redistribution 


7. Market failure and socially undesirably outcomes IIl 


Allocative efficiency 


2. Forsch ofthe folowing calculate abnormal | — In Chapier 2, we saw that cope markets achieve 
profit or loss per unit of output, and then allocavefTiciency because equllbrium is determined 
Exiulate total abnormal profit o loss ty AB = MC, here consumer pis producer (oci) 

© i splat is aiu This discusion focused on 
a Q= 200 units; AC = $8, P= $9 efficiency at the level of the marker, or industry. We now 
b Q= 250 unis; AC $15, | Want to see tow efficiency can be analysed also at the 
© Q- 150 units; AC= $17, P= $17 reel 

3 Given the information in the table, Review of allocative efficiency 
a if price = €6, calculate how much the Allocative efficiency ix achieved when MB = MC; but since 

profit-maximising loseminiisnglfrm | yp follows there s allocative ficiency when 7 
will produce, and how much profit or MC. Note that this conan holds only when there are 
loss it will mak no externalities, in which case it is also true that MSB 
& <i pron = €4 tite Foi dr MSC (his was our condition for allocative eflency 
profit-maximising (loss-minimising) firm when we studied externalities in Chapters 5 and 6). 
Wil produce, and how much profit or 
loss te Allocotive efficiency occurs when firms produce. 
‘he particular combination of goods and sov 
that consumers mostly prefer. The condition i 
the following: 
1 14.00 4 I Allocative efficiency is achieved when P = MC 
H 3 3 lor alternatively MB =MC) 
E 5n. z- The price, P, paid by consumers to acquire a good 
4 500 ii ‘reflects the marginal benefit they derive from. 
5 440 2 Consumption of one mots unit ofthe good and 
Mw the amount of money they are wing to pay 
£ £m i to buy one more unit. Marginal cost, MC. measures 
z an B the vale or the resources used to produc one extra 
s 425 5 unit of he geod, When price is equal to marginal 
B zr a ent, there h equality between what consumers are 
E prepared to pay for one more unit and what it costs to 
os 470 7 Produce 
4 a Using a diagram show and explain a What would happen if Pand MC were not equal to 
perfectly competitive firms! long run cach other If P> MC, an additional unit of the good 
“gull position, is worth more to consumers than the cost to produce 
b Outline the process by which the frm | it. There isan underallocation of resources o its 
a ths peat. production, and consumers would be eter off f more 
Cit were produced. I P MC, an additional unit 
o Explain what kind f profi the frm Of the good costs more to produce than it is worth to 
makes in lang run equilibrium. consumers; there isan reallocation of resources to 


the good, and consumers would be better off if output 
Were reduced, In both these cases, allocative inefficiency 
results. Therefore, resources are allocated efficiently only 
when the price of a good is equal to the marginal cost of 


producing it 
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Allocative efficiency and perfect 
competition 
Figure 7.10 shows the long-run equilibrium position 
ofa firm and industry in perfect competition. Part (a) 
Shows the rm to be earning normal profit, and indicates 
that in long-run equilibrium, the perfectly competitive 
firm achieves allocative efliciency since at the profit- 
maxinusing level of output, Q, P = MC. Part (b) shews 
the sndustry to be achieving allocative efliciency (M2 = 
C and social surplus is maximum). t ilustates how 
the clicency at the level of the firm corresponds 10 
iency at the level af the industry 


P = MC (or where MB = MC), At the level of the 
industry, social suplus (consumer plus producer 
surplus) is maximum, and MB = MC. 


The achievemont of allocative effi 
long-run equilibrium is an important result, 
because períect competition i the only mi 
structure where this occurs. 


Perfect competition, though not a realistic 
structure, offers a number of insights inio 
of competitive markets 


Insights provided by the model 


* Mlocativeeficency, Fo 
best or optima ai 


t competition leads to the 
ration of resources achieved 


a Thaim 
we 

i arc 

? 

i f PARS MR 
j 
Í 

D & E 


through j 
equilibrium. 


MC (or MB= MC) in long-run 


‘+ Low prices for consumers, Consumers benefit 
from low prices, due to the absence of abnormal 
profits, which would have led to a higher price. 

You can check this by comparing Figure 7.8(a) 
and (b), showing that the price when the firm earns 
abnormal profit is higher than the price when the 
rm earns only normal profit, 

^ Competition leads to the closing down of inefficient 
producers, Incflicient firms are those that produce 
t higher than necessary costs. Inefficiency could be 
due to factors like less productive labour, or the use 
of outdated technologies, or poor entrepreneurship. 
The revenues of ielfcient firms are insuficient 
to cover all costs, leading to lones that force these 
rms to lave the industry in the long run. 

^ The mariet responds to consumer tastes. Changes in 
consumer tastes are reflected in changes in market 
emand and therefore masket price. By creating short- 
run abnormal profits or lowes, price changes result in 
Jongerun adjustments that make the quantity of output 
produced by the industry respond to consumer tastes 


Limitations of the model 


^ Unreatistc assumptions. The model rests on strict 
and unrealistic assumptions that are rarely met in 
the real world. 

^ Cannot take advantage of economies of seale. 
Economies of scale ed to lower average costs as a 
firm grows larges wd larger. In perfect competition 
firms are too small to grow to a size large enough fo 
have economies of scale. 

* Lack of product variety, AlI firma within an industry 
produce identical or undilferentiated (homogeneous) 
Products, however consumers prefer product variety. 


b The market/industry 


Figure 7.10: Alocative effer: cy in perfect competition in the long run. 
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+ Limited ability to engage uu new product development. 
"The lick of abnormal profits in the long run does 
mot offer firms the necessary funds to pursue research 
and development. In any case, since products are 
lunliferentsted, firms do not have the incentive to 
ppursu: product development or improvement. 


Outline why we study the perfectly competitive 
market model extensively when this mode! is 
based on so many unrealistic assumpiions. 


^ Explain the meaning of and state the 
conditions for allocative efficiency. 


b Using diagrams, show haw the perfectly 
competitivo firm and industry achieve 
allocative efficiency in long-run equilibrium. 


Evaluate the pertectly competitive market. 
model by refe;ting to the insights it offers 
and its limitations. 


7.4 Monopoly 


The term ‘monopoly is derived from the Greek word 
»nopolio) meaning ‘single seller’. We begin 
‘ourselves of the characteristics of monopoly: 


4 theres a single firm in the industry 
4 the firm produces and sells a unique good or service, 
with no close substitutes 
there are high barriers to entry in the industry. 
Monopoly lies at the opposite extreme of market 
structures to perfect competition. As a single seller, the 
monopolist faces no competition from other firms and it 
has substantial market power (the ability to control price). 


Barriers to entry 


There are several kinds of barriers to entry, described 
below. 


Economies of scale 


Economies of scale result in the downwardsloping 
portion of a irn long-run average cost curve (LRAC), 
resulting in lower average costs as the firm increases 

its size (Figure 7.11), Large economies of scale create 
‘barrier to entry. In Figure 7.11 the average costs of a 
large firm on SAC, ate substantially lower th 

average costs faced by a smaller firm on SRAC 
large firm can charge a lower price than the sm 
and can force the smaller frm into a situatio 
will not be: 


where it 
it costs Therefore, if new firms 
tty to enter the industry on à small seale they will be 
unable to compete with ihe larger one. 


ble to cove 


On the other hand, a new firm attempting to enter the 
market on a very large scale would encounter huge start-up 
‘costs, and would be unlikely to take the risk. Economies of 
scale ons a significant barrier to entry alio in oligopolies 


SRAC, 


costs 


de q 


Figure 7.11: Economies af scale as a barier to entry 
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Natural monopolies 


Natural monopolies ars cms that have economies of 
scale so large that tey can produce for an entire market 
and still not exhaust their economies of seale. They will 
be examined in more detail below. 


Branding 


Branding involves the creation by a firm of a unique 
image and name of a product, It works through 
advertising campaigns that try to influence consumer 
tastes in favour of the product, attempting to establish 
consumer loyalty. If branding is successfei, many 
consumers will be convinced of the product's superiority, 
and will be unwilling to switch to substitute products, 
even though these may be qualitatively very similar, 
Branding may work as a bares to entry by making 

it dilicolt for new firms to eer a market that is 
dominated by a successiul brand. Note that branding 
nand not lend to a monopoly Git iaa method used alio 

by firms in monopolistic competition and oligopoly). 
but it does have the effect o limiting the number of 

new competitor firms that enter a market, Examples of 
branding include brand-name items (such as NIKE® 
Adidas", Coca-Col 


Legal barriers 
Examples of legal barriers include the following: 


^ Patents are rights given by the government to a 
firm that has developed a new jeoduet or invention 
to be its sole producer for c specified period of 
time. Foe that period, the firm producing the 
patented product has a monopoly on production 
and sale of the product, Examples include patents 
on new pharmaceutical products, and Intel and 
microprocesor hips used by IBM computers 

^ Licences se granted by governments for particular 
professions or particular industries, Licences may be 
required, for example, to operate radio or television 
stations, or to enter a particular profession (such ae 
iedicine, dentistry, architecture, law and others 
Such licences do not usually result in a monepoiy. 
but they do have the impact of limiting competition. 

* Copyrights guarantee that an author (or aa author 
appointed person) has the sole rights to print, 
publish and sell copyrighted worta. 

^ Tariffs, quotas and other trude restrictions limit the 
quantities of a good that can be imported into a 
country, thus reducing competition. 


Not all of these legal barriers lead to monopoly, but 
"bey all have the effect of limiting competition, thus 
contributing to the creation of some degree of market 
me 


Control of essential resources 


Monopolies can arise from ownership or control of an 
essential resource. A classic example of an international 
monopoly is DeBeers, the South African diamond firm, 
whose control of the diamond industry peaked at 90% 
in the 1980s, allowing it to havea significant control 
‘over the price of diamonds. (More recently DeBecrs no 
Jonger has control and diamond prices are driven by the 
market.) On a nationa! level, an example is Alcoa (the 
Aluminum Company of America), which, following 
the expiration of patents in 1909, was able to maintain 
its monopoly position on the production of aluminium. 
‘within the United States until the Second World War, 
use of its contro of almost all he bauxite resources 
within the country, On a local level, professional sports 
leagues create a local monopoly by signing long-term. 
contracts with the best players and securing exclusive 
use of sports stadiums, A local monopoly is a single 
produced/supplier within a particular peopraphical area. 
Local monopolies appear more commonly than national 
or international ones, For example, a local grocery store 
in a residential area located some distance from any 
other stores may be a local monopoly 


Aggressive tactics 

M a monopolist is confronted with the possibility o à 
ew entrant into the industry, it can create entry barriers 
"y cutting i price, advertising aggressively, threatening a 
takeover o the potential entrant, or any other behaviour 
that ean dissuade a mew firm fom entering the market 


Demand and revenue curves 
under monopoly 


The demand curve (AR curve) facing the 

monopolist 

Since the pure monopolist is the entire industry, 

the demand or AR curve it faces is the industry or 

market demand curve, which is downward-sloping. The 

two demand curves showa in Figure 7.12 indicate that 
firm va pricc-taker with zero 

market power, while the monopobst isa priee-maker with 

a significant degree of market power 
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a Facing the perfectly competitive frm. 


b Facing the monopolist 


8 D rj 
Figure 712: Demand ouves E 
Al ese under market structures other than peret 
competition are to varying degrees price-makers, as they P 
all face downward-sloping demand curves. Of these, the 
monopolin has the greater degree of market power, 
or the abilty to control prise, because i is the sole or 
lenin fim in the duni 
a 
Market power arises whenever a firm faces a 7 - 7 - -— 
downward sloping demand curve. Firms in all UN NH 12 12 12 
market structures except perfact competition face. zn 22 30 T 
a downward-sloping demand curve, and therafare ZI 0 r1 10 
hava varying degrees of market power, or the n 9 36 6 $» 
abit to contro o prico at which they sel air iL : i 
‘output; they are therefore price-makars, a 2 1 
ze a 0 é 
However, wheres the monopolist ha Marge contol 3 [5 —4——2 E 
over price this control sited by the potion af S [4 Ex36— E a 
the market demand cuve. In Figur 7.12(),when the CT- -3—]-—39—1—4 3 
monopolist chooses how much output to produce, sity hs 
Qi, it simultaneously determines the price at which the Tabla 7.6: Total, marginal and average revenue when price 


ood cin be sold, or 7. It could not sell output Q at a 
price such as Pa, since the price-quantity combination Pz 
and Q; is at point a, ying off the demand curve, 


The monopolist's revenue curve: 


When a firm faces a downward-sloping demand curve, 
price is no longer constant for all output: more output 
‘can only be sold at a lower price. Consider the example 
sed in Table 7.3 and Figure 7.2 showing revere data. 
and curves for the firm that has some ability io control 
price. Table 7.6 provides the same data for u monopolis’s 
Total, marginal and average revenues and Figure 7.13 
plots these data. 


varies with ouiput 


Looking at Table 7,6 and Figure 7.13, we may note the 
following: 


© Asprice(P) falls, output (Q) increase giving rise to 
the downward-sloping demand curve 
‘+ Marginal revenue, showing the change in total 
revenue resulting from a change in output, falls 
continuously, M is equal to zero when total revenue 
is at ita maximum (at seven units of output), and. 
becomes negative when total revenue falls t may be 
noted that the MR curve shows the slope (gradient) 
of the TR curve Therefore when TR is maximum, 
MR =0. When TR is falling, MR is negative. 
Average revenue (column 5 of Table 7:6) is equal to 
price (sce column 2). 
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Total revenue 


ESEESEESETI o 


b. Marginal and average revenue 


inmoncpol 


TR 


Since TR 2 P» Q, and A, 
equal io AR 


Follows that Pis 


©The AR and P ecoves represent the demand curve 
facing the fim. 

The MR curve lies below the demand curve. The 
reason is that, unlike in perfect competition, where 
MR = D here the firm must lower its price in order 
to sell more output. The lower price is charged not 
‘only forthe last unit of output but all the previous 
units of output sold. Marginal revenue, or the extra 
revenue from selling an additional unit of output, 
îs therefore equal to the amount of the price of the 
last unit sold minus what is lost by selling all the 
other units of output at the now lier price! 


41 Outline the assumptions defining the 
market model of monopoly 


2 Using a diagram, explain how economies 
of scale can result in a monopoly market 
structure by posing barriers to entry. 


3^ Using examples, explain how branding and 
legal factors provide barriers to entry into 
an industry 


4% Compare and contrast the demand 
curve facing the perfectly competitive 


firm and thet facing the monopolist. 


b Explain why one firm is a price-taker and 
the ether a price-maker, 


Explain the relationship between tho. 
monopolist’ average revenue (AR) and 
‘marginal revenue (MR). 


Outline how they are related to 


b product price, and 


the demand curve facing the firm. 


Profit maximisation by the 
monopolist 

Profit maximisation based on the 
marginal revenue and cost approach 


‘The monopolist interested in maximising profit (or 
‘minimising loss) follows the same three-step approach 
‘used by the perfectly competitive firm: 


PO The monopolist determines the profit-maximising 
(or loss-minimising) level output using the 
MC = MR rule 

fi For that level of output, it determines profit per unit 
or Jøss per unit by using 


o 
I AR > 4C (or P> AC), the monopolist is making 
abnormal pro 


ac 


"To understand hs conser the flowing numeral example Say cutputinceates om 3 1o 4 units Marginal revenue il be the result of a gain 
and alos The gain sti rm sling tha fourth unt feat at he pree of €. Theo a qual tt foreach of the ial uns of 
opt that rou were ans er 10 and mat row efor €, eque to C3 Marga mscnue equal to the gae minut he les or? — 3e 


x EEE EEE 
"TS 
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WAR = AC (or P = AC) it is caming normal profit, 
ero profit); 


if AR<AC (or P < AC) it is makinga loss 


The frm utiles PAM by Q to determine total 


profi, or E by Quo determine tota loss 


Figure 7.14 (a), (b) and (c) show the standard AC and 
MC curves these are the same as those used for prot 
‘nuximisation in perfect competition. On these cost 
curves, the monopolists demand and marginal revenue 
curves are added. Consider first part (a) 
‘© We first find where MR MC, which determines 
the prolitznaximising level of ouiput, Qy 
ALO, we draw a vertical line upward to the AR (or 
demand curve and from there extend a horizontal 
line leftward to the vertical axis; this wil determine 
the price, ^, at which the monopolist sells output 


For output Oy. we ind profit per unit (2%, given 
by l7 4C uhis is the vertical distance between the 
average revenue (demand) and AC curves 


+ Tofind total profit, we multiply profit per unit 
‘uses the total number of units produced, whic 


afi = PP 
HQ 


adis represented by the shaded area 
“The monopolist need not always male profis: it may 
make ouest price cannot cover AC. Tais is how in. 
Figure 7146) where the mononoii is minimising lose 
At the ewel of output Qe, determi by M = MC, 
the monopolista lom iind. The price that wil! be 
charged in given by ^ found by extending a line upward 
tothe demand eres output level Q,- Low per umt or 
output 25 is piven by AC- P, and total os is given 
Pp 


a Abnormal profit 


b Normal prot 


ee 


by the shaded area, found by multiplying loss per ur 
output by the total number of units produced, 


is also possible that the monopolist earns normal 
profi. This is shown in Figure 7.14(b), where Qs occurs 
Where P= AC. 


Note that the distinction between the short run and the 
long run is not important in monopoly as it is in perfect 
competition. In perfect competition, this distinction is crucial 
because as firms enter and exit an industry in the long run, 
abnormal profits and losses disappear, and firms are let with 
normal profits in long-run equilibrium, This is not possible 
in monopoly, due to the presence of barriers to entry. 


Under monopoly, high barriers to entry prevent 
Potential competitor firms from entering a 
profit-making industry, and the monopolist can 
therefore continue making abnormal profits 
indetirtoly in the long run. 


Natural monopoly 


‘Atul monpoly is a frm that has economies of scule so 
large that it is possible for the single firm alone to supply the 
‘entire market at a lower average cost than two or more firms. 


‘A natural monopoly is illustrated in Figure 7.15. The 
natural monopolisti demand curve interseets its LRAC 
curve at a point where average costs are still falling. At the 
Tevel of output Q*, there are stil economies of scale. The 
figure shows that this fm cannot produce any output 
geiler than Q* und not make a loss. I it did, then P. 
Which is given by the demand curve would be lower than 
LRAC. But as we know, PAC means the firm is making 
‘Toss, So if the irm is to car normal profit or abnormal 
profit, i must produce a quantity less than or equal to Q* 
and change à price greater than or equal to AC. 


EAT 
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1 Using diagrams, show the case where a 
monopolist 


^ ears abnormal profit (show profit per 
unit and total profit 
beams normal profit, and. 
incurs losses (show loss per unit and. 
total loss 
2» Outline the difference, if any, between 
the short-run and long-run equilibrium. 
g of a monopolist, 


Figure 7.15: Natural monopoly 


b Outline why a monopolist can continue 
Suppose now that this fim is spit anto to firms of to ean profits in the long run, 

fal ize Fic Todi? output Qj am 
Senge eoat Cy Cwlywageeswoliibe | 3 The data in tho abe blo show the 
higher, and the price that would allow the firm to eam Ada mene ind costs AC andl MO. 


normal profit, where / 7 AC, woukl also be higher. 
^ Calculate the monopolist total revenue and 
marginal revenue for each level of output. 


b Identity this monopolists profit- 
‘maximising level of output 


© Identify the price at which this level of 


W tho market demand fora produet cuts LRAC when 
this fling, this means that a single lage frm can 
produce for tho entira market at a lower average 
total cost than two or mare smaller fs. When this 


‘occurs, the frm is called a natural monopoly. output be sold. 
4| Calculate the monopolist’ profit per unit 
Natural monopoly acts as a strong barrier to satry admail o 


because potential entrams realise that it would be 
extremely difficult to attain the low cosis of the 
already existing firm. High average Costs would me 


having to charge a high price for the product, so that 140 40 
he new firm would be unable to compete with the rr 30. 
existing firm. 63 20 
Examples of natural monopolies include water, pas and 5.0 10 
electricity distribution. cable television, fire protection. 44 20 
and postal services The falling average costs over a very A2 30 
large range of output often occur because of very large at 40 
capital cosis (such as laying pipes for water distribution, T" 20 


or laying cables for electricity distribution, or putting a 
satellite into orbit. 4 a Explain the relevance of economies of 


scale to natural monopoly 
b Using a diagram and examples, explain 
what a natural monopoly is. 


A vatural monopoly may stop being "natural if 
‘hanging technologies create conditions that allow 
new competitor firms to enter the industry vd 


begin production at a relatively low cost, This has £ Outline why a natural monopoly can be. 
happened in recent years with technological change in a strong barrier to entry into an industry. 
{elecommunications, forcing telephone companies that PIESA < y efi 35 act 


previously were natural companies to compete with new 


Entrants ingo tha market break up natural monopolies in order to 


increase competition. 


p E — 
z >) 
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Market failure and socially undesirably outcomes I 


Monopoly market outcomes 
and efficiency 


Higher price and lower output by the 
monopolist compared to the industry in 
perfect competition 


‘A coxaparison of monopoly with perfect competition a: 
Ue level of the industry reveals that price is higher ond 
{quantity of ouput produced lower in monopoly. Figure 

7.16 shows the long-run equilibrium positions of a perfectly 
Competitive industry, composed of many saa rms, and 
‘of a monopoly, which is the entire industry. Part (a) for the 
perfectly competitive industry shows squilibrium price and 
quantity to be 7 and Qpe Point a, where the industry 
demand and supply curves intsrsect, appears also in 
part (b), showing what wouid appen to price and quantity 
AE the perfectly competitive rudustry were organised as 
monopoly. The MC curse of part (a), or the competitive 
industry’ supply curve becomes the monopolist marginal 
cost curve? Ths demand curve remains unchanged, but the 
monopolis's marginal revenue (MR) curve lies below D. 
When the profit-maximising monopolist applies the 

MR = MC. the result is output Qy and price Py, 


Sinet Ø< Ope: the industry under monopoly produces 
5 smaller quantity of output than the industry under 
perfect competition. And since Py, > Ppe, the monopolist 
sells output at a higher price than the perfectly 
competitive industry. Higher prices and lower output go 
against consumer interest 


^ Industry in pe 


b 


t competiion. 
$4 MC 


7 
H 
H 


Figure 7.16: Higher price, lower output by tha fum in monopoly 


Allocat 


efficiency and market failure 


Loss of consumer and producer surplus 
‘The higher price and lower output of the monopolist 
have important implications for consumer and producer 
surplus. Whereas the perfectly competitive industry 
achieves allocative efficiency shown by MB = MC and 
‘maximum social surplus, monopoly does not. This can 
be seen in Figure 7.17, which isthe same as Figure 7.16, 
only consumer and producer surplus have been added. 

Tn part (a), area A represents consumer surplus, 

While arca B is producer surplus, with A + B showing 
maximum social surplus Part (b) shows the inefliiencies 
‘that result in monopoly. 


+ Area C consume surplus in monopoly. is smaller 
an area A perfect competition. Part of A was 
converted into producer surplus because of the 
higher monopoly price (Py rather than Py) and 
another part of A was lost as triangle E Because of 
1e lower monopoly quantity (Q rather than Op) 
Arca E represents a welfare losa. 

+ Ara D, producer surplus in monopoly, shows 
‘that producer surplus has increased by taking 
away a portion of consumer surplus (due to the 
‘monopolist’ higher price), and it has alo decreased 
by losing area F (due to the monopolisti lower 
quantity), Area F is also a welfare lows. 

^ EF = welfare los represents loss of social 
benefits (consumer and producer surplus} due to 
monopoly higher prce and lower quantity 


b Monopoly 


However nata that the monopolista MC cues nts supply curve. In fact, the manopalist do 


net have a supply curve, because there 


it no angle relationship between pie and quantity supplied m monopaly The reason that the MC = MR rule cr the monopelat may 
‘matin dierent prices fot e same quantity depending on demand cantons fare moncpalits produc 


21) 
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welfare loss 


Dem 
Qpe 
Mh 


Figure 7.17: Consumer and producer surplus and welfare los in monopoly compared with perfect competion 


Note that the presence of welfare loss means that MC 
and MB are no longer equal, At the point of monopoly 
production, Qu, MP» MC, meaning that there isan 
underallocation ot cexources to the good, and consumers 
ae not getting os much of its they would have liked, 


Tho presence of welfare loss in monopoly indicates 
rankat failure: thoro i allocative inofficioncy, 
Shown also by MB» MC at ©, meaning there s 
Underalloeation of resources too itle of tha good 
is produced. Also, the monopolist gains at te 
‘expense of consumers as a portion of consumer 
surplus is converted into producer surplus 


Allocative incificiency: P> MC 

Figure 7.12 shows the long-run equilibrium position. 

‘of the firm in perfect competition and monopoly. The 
condition for allocative efficiency is given by P= MC at 
‘the profit-maximising level of output, As we know, this 
condition holds for the irm in perfect competition. In 
Figure 7. 1b) we can see that at the profit-maximising 
level of output Qn the monopolist's price, P, s greater 
than marginal cost This is hardly surprising, ince 

P> MC isthe same as MB> MC (since P= MB), which 
we saw in Figure 7.174). 


‘Therefore, we conclude once again that the monopolist 
docs not achieve allocative ellicieney 


2 we 
H ^c 
H 
ix 
L 
D pe ri ri 
atlong ron equum atlong run eqbrum 
production takes place at production tates place st 
Rr Mc allocative efie] Rr MC llc indien) 
Figure 7.18: Alocnve fans pct compton and locative fidet ohapy 
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In monopoly the undarallocation of resources 
to the good is indicated also by P > MCat the 
profit-maximising lavel of output. 


Market failure and market power 

The above discussion shows clearly that monopoly 

isa type of market failure, since it results in an 

unceraliocation of resources to the production of the 
ood with welfare loss, 


We can now also see how market power is counccted to 
market failure. Earlier in this chapter market power was 
defined as the ability of a frm to contro! de price at 
which it sells its output, Why does this ead to market 
failure? 


The answer lies in Figure 7.16, which compares perfect 
competition with monopoiy in part (a) we see the 
perfectly competitive furo with its horizontal demand 
curve accepting a ? that is equal to MC, therefore there 
is allocative efficiency. In part (b) we se the monopolist 
with its downward sloping demand curve charging a 
P than is greater than MC, therefore there is allocative 
inefficiency. In fact this allocative ineficency is the 
result of the downward sloping demand curve with the 
sulting marker power that it provides to he firm. We 
an therefore redefine market power, 


Market power refers to the ability of a fim to 
charge a price greater than marginal cost, or 
P>MC, This can only occur when a fim facos a 
downward sloping demand curve, 


In view of their extensive market power, monopolies are 
held to be undesirable frora a social point of view. For. 

this reason, private, unregulated monopolies are illegal in 
most countries in the world. 


1 Using a diagram, compare and contrast the | 
price and output outcomes of a perfectly 
competitive industry and an industry 
organised as a monopoly. 


Using diagrams, compare and contrast 
welfare outcomes of a perfectly competitive 
industry and a monopelistie industry. 
Explain the meaning of M3 > MC at the 
 monopolists equilibrium level of output. 


TIED 


Using diagrams, show whether or not the 
monopolist achieves allocative efficiency, 
and compare with the firm in perfect 
competition, 


Using diagrams, explain the relation: 
between market power and market failure. 


Evaluating monopoly and 
comparing with perfect 
competition 

Criticisms of monopoly 


locative inefficiency and market failure 
ast to perfect competition, the monopolist fails 
to achieve allocative eiciency Figure 7.17 shows the 
oss of social surplus and the appearance of welfare loss 

Figure 7.18 shows that P>.MC. Both diagrams 
also show that MIB» MC. which are indications that the 
‘monopolist underallocates resources to the production. 
‘of a good, Monopoly therefore represents a form of 
market failure. 


Higher price and lower output in monopoly 
‘The welfare loss noted above in fact arises because the 
monopolist produces à smaller quantity of output and 
sells it at à higher price tan a perfectly competitive 
industry as show in Figure 7.16, once again showing 
that monopoly is not in the interests of consumers 


Loss of consumer surplus to the monopolist 
By chirping a higher price than the perfectly competitive 
finns, such that P» MC means that a portion of consumer 
surplus is taken away from consumers and gained by 

the monopolist, Figure 7.17, shows thatthe monopolist 
gains at the expense of consumers 


Negative impacts on the distribution of income 
Since monopolies charge higher prices than perfectly 
competitive firms, there is a redistribution of income 
away from consumers who must pay the higher prices 
and toward the owners of the monopoly in the form of 
higher profit, 
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Lack of competition may give rise to higher costs 
Whereas firms in perfect competition are under constant 
pressure to produce with the lowest possible costs to 
survive, under monopoly the absence of competitor firms 
may result in higher average costs for many possible 
reasons such ès a poorly motivated workforce, lack of 
innovation, poor management or avoidance of risk. 

‘The possibility of maintaining abnormal profits over 

the long run due to high barriers to entry can make the 
mioaopolist less concerned about keeping costs low. This 
‘known as Xinffcieney 


Possibly less innovative 

While monopolies have good reasons to pursue R&D 
for product development and innovation, the opposite 
may also occur, High barriers to eniry, shielding 
monopolies from competition, could make them lese 
likely to innovate than fins in monopolistic competition 
or oligopoly (sce below) which are constantly under 
pressure to innovaie to maintain or increase their share 
of sales (See Rea! world focus 7.2) 


Potential benefits of monopoly 


of cale 
Ecenonies of scale are a major argument in favour of 
Farge firms that can achieve lower costs as they grow 
larger. Monopolies, because of their size, are very 

well placed to take advantage of economies of scale. 
Lower average cost provide the monopolist with the 
possibility of lowering prices, which could possibly 
approach those achieved in perfect competition 
Consumers can therefore gain beets lower average 
costs may potentially translate into lower prices, us well 
as increased quantity of output. Society also gains from 
economies of scale beca the lower average costs 

of production meas there is less waste in the use of 
resources A perfectly competitive firm, due to it very 
stall size, cannot capture economies of seale; 


Natural monopoly 
In the event of a natural monopoly, there ate added 
benetits due to the achievement of very low average costs 
by the single frm, See the discussion above on natural 
inonopolics 


Research and development (R&D) for product 
development and technological innovation. 

Firms in perfect competition are unlikely to engage in 
R&D They lave no abnormal profits in the long-run 
With which they can finance RÆD. They sell identical 
products and therefore are not interested in product 
development that would diferente thcir products They 
are unable to create barriers to entry as they are too smal 
nd so have no incentive to engage in R&D, 


By contrast, a number of factors suggest that 
monopolies have good reasons to pursue innovation: 


+ ‘Their abnormal profits provide them with the ability 
to finance large R&D projects 

* Protection from competition due to high barriers 
to entry may favour innovation and product 
development, by offering firms the opportunity 
o enjoy the profits arising from thei innovative 
Actives (new inventions, new products, new 
technologies, etc.) This, after all, is the rationale 
‘oF awarding rms patent protection for a period 
of ie, 

+ Firms may use product development and 
technological innovation as a means of maintaining 
their abnormal profits over the long term, by 
creating barriers to entry for new potential rivals 
IC a firm can develop a new product that potential 
rivals are unable to produce, the rivals may be less 
likely to try to enter the industry and compete with 
the innovating monopolist 


Using diagrams, compare and contrast the. 
markut structures of perfect competition 
‘ard monopoly, emphasising the advantages 
and disadvant ^ 


Discuss 


^ he factors that may make monopoly a 
desirable market structure; and 


why monopoly as a market structure, 
and market power generally, come 
under heavy criticism and are held to be 
against society's best interests. 
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RC 


OR. 


The model of monopolitic competir is based on the 
following assumptions 


^ There is a large number of firms; this is similar to 
perfect competition 

^ Thereare no 
competition 

^ Theres produet differentiation; unlike in perfect 
competition where products are identical. 

Product differentiation can be achieved by: 


^ physical differences - products may differ in size, 
shape, materials, texture, taste, packaging, ete 
(think, for example, of the variety of clothes. shoes, 
books processed foods, furniture) 

products can difer in quality 

* location - some firms attempt to dilerentiate their 
product by locating themselves in areas that allow 
easy access [or customers such as hotels near 
airports and convenience stores in residential areas 


iuris to entry, as in perfect 


^ services — some firms offer specific services to 
make their products more attractive, such as home 
delivery product demonstrations free support, 
Warranties and purchase terms 


^ product image - some firms attempt to create a 
favourable image by use of celebrity advertising 
fr endorsements, by brand names, or attractive 
packaging 
Examples of monopolistically competitive industries 
include book publishing clothing, shoes, processed foods 
ofall kinds, jewellery, furniture, textiles dry cleaners, 
petrol (gas) stations, restaurants 


Product differentiation and the 
demand and revenue curves 


More elastic demand curve compared 
with monopoly 


As the term monopolistic competition suggests this 
market structure combines elements of both competition 
‘and monopoly 1 resemble perfect competition because. 
there are many firms in the industry and there is freedom of 
tis ke monopoly because of product differentiation. 
Each irm in an industry is a mini monopoly in the specific 
version of the good that it produces, For example, Adidas 
ixa monopoly in Adidas shoes, NIKE is à monopoly in 
NIKE* shoes and Puma is a monopoly in Puma shoes. 
This means that each of these producers faces a downward- 
sloping demand curve for t produet. However, because 
each of these product: ts at the same time a substitute 

for the other, this deraand curve is relatively elastic, ie- 

is more clastic ihan in monopoly, but Less elastic than in 
perfect competition, as shown in Figure 7.19. 


In perfect competition, if a firm raises its price, it loses all 
its sales to its competitors (Figure 7.900). In monopoly. 
if a rm raises its price, it loses some but not all sales, as 
it is the sole producer of the good and consumers have 
no alternative product they can buy (Figure 7.1905). 

In monopolistic competition (Figure 7.19 (cU, if a 

irm raises its price, it will lose more sales than the 
monopolist, because consumers now do have substitutes 
they can switch to; but it will lose fewer sales than 

the perfectly competitive firm because of product 
differentiation — the available substitutes are not perfect 
substitutes, as they are in perfect competition. 

"This has important itopiications: it means that if consumers 


can be convinced ths the produet they are purchasing 
(or example, Puma“ shoes) is superior to the available 


zs) 
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a Perfect competition b. Monopoly € Monopolstic competition 
P P P 

D 
o [] o G] o ri 


749: Demand curves facing the fim under thros market structures 


substitutes (Adidas and NIKE" shoes) then Puma has 
succeeded in establishing mini monopoly foris product, 
Therefore if the price of Puma shoes increases only some, 
and not ll buyers of Puma shoes wit sich to other 
brands Those who belive thut Punas shoes are superior 
will continue to buy them, in spite o the higher price 


Firms in monopolistic competition face a 


demand curve that is lass elastic than in perfect 
competition but more elastic than in monopoly. 


The roles of price and non-price 
competition 


‘rice competition occurs when a firm lowers its price to 
tract customers away from rival rms, thus acean 
sales atthe expense of other firmi Non-price competition 
occurs when firms use methods other thin price 
reductions to attract customers from ril The most 
common forms of non-price competition are product 
differentiation (including ll the features noted above, 
such as physical and quality ferences, packaging, 
services provision, location, ec), advertising and 
branding (creating brand names for products) 


Monopolistically cnenpettive firms compete with 
cach other on the basis of both price and non- 
price competition. They engage heavily in product 
differentiation through R&D in product development, 
as well as in advertising and branding. Firms that can. 
attract customers by use of these methods increase their 
et power and their ability to charge a higher price 
without risking loss of buyers tø rival firms, 


In general, the more differentiated the produet is from. 
its substitutes and the more successful the advertising 
and branding as methods of convincizg consumers 
about the superiority of a product the less elastic 


Will be the demand curve facing the firm, the greater 
the market power (the ability to control price), and 
the larger the firm's potential to increase short-run 
profits By contrast firms that are less able to achieve 
consumer loyalty for their product, and whose product 
ix ess differentiated from substitutes, may have to rely 
more on price competition to increase their sales, 


JE YOUR UNDE DING 7.1 


1 Outline the assumptions defining the 
market model of monopolistic competition 


2 List some examples of monopolistically 
competitivo firms in your neighbourhood, 
‘Analyse what makes them so. 


3 Describe how a monopolisticaly 
competitive firm is ike a firm in perfect. 


competition; how it s ke a monopoly. 
4^ Explain 
a what firms in monopolistic competition. 


try te achieve through product 
differentiation, advertising and 
branding, and. 


b how these activities affect the demand 
and revenue curves facing the firm. 


5. Explain why we never see price competition 
and non-price competition in 


perfectly competitive firms, and 
b monopolies. 


© Explain their importance in monopolistic 
competition 


* Advertsing and branding we by making tha demand cuve ait ta the right end making Șt rotata so it becomes steeper Thesa two 


Changes mean Pat demand nois and nt becomes lere slasti: 
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a Economic profit 
dupermenmal] 


b Normal profit 


prie costs, revenue 


Figure 7.20: short-run equilibrium posit 


vt o tha fum in monopolisti competition 


Profit maximisation 


Abnormal profit and normal profit or 
loss in the short run 


The short-run equilibrium position of the individual 
firm in monopeiiic competition is identical to that 

of the monopolist, the only difference being that the 
demand carve is more elastic and flatter in monopolistic 
competition than in monopoly. In the short run, the rra 
con make either abnormal profit (ie. positive profi 
normal profit or losses (negative economic profit). Fach of 
"ese possibilities is shown in Figure 7.20. The (ro applies 
the MR = MC rule to find he proft-maximising or loss- 
minimising level of output (Q,) and then fo: that level of 
‘output compares price (given by the demand curve) with 
AC to determine profit per unit or toes per unit. 


igure 7.20 the firm earns abnormal 
ince P>AC at Q. io part (b) the firm's profit 
is exactly zero since P = AC at Qs, and therefore the 
frm is earning norma! profit; and in part (c), the firm is 
making losses because PC at Qs. Total profit or total 
loss is found by multiplying profit 


lose 
by Q or IP gy 
Qoo 


profit 


[] 


Normal profit in the long run 


The assumption of free entry of firms in the industry is 
Very important in determining the long-rvn equilibrium. 
ofthe frm (like in perfect competition). 


In monopolistic competition, in the long run, 
profit-making industries attract new entrants; in 
loss-making industries, some firms shut down and 
exit the industry. The process of entry and exit of 
fame in the long run ensures that economic profit 
or loss is zero and all firms earn normal profit. 


Figure 721 shows the long-run equilibrium of the 
monopolistically competitive firm. At the level of output 
where MR = MC, P= AC, therefore, probit is zero and 
each frm is earning normal profit. This figure is the same 
as Figure 7.20 where it happens that the firm is caring 
normal proñit in the short run. 


The process of adjustment to normal profit in the long rur 
is different to that of perfect competition. In monopolistic 
competition suppose firm are making abnormal profits 
in the short run. New firms will enter and they will attract 
customers away from the existing firms The result wil 

be to decrease the demand facing existing firms, so that it 


| wc 


price. costs revenue 


Figure 7 21: Long-run equilibrium af the fim in 


monopolistic compettion. 
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shits to the lt until it is just tangent to (it just touches) 
the AC curve. When this happens, the firms earn normal 
profit since P= AC. This is shown in Figure 721 


On the other land if rms are making losses in the short 
run, some of them will eave the industry in the long run. 
As they do so their customers switch their purchases 

o the remaining firms, which experience an increase in 
demand for their product. This appears as a rightward 
shit of the demand curve facing them, and this process 
continues until losses disappear and firms are earning 
normal profit where P= MC. 


Monopolistic competition, allocative 
efficiency and market failure 


Allocative efliciency s given by the condition P= MC, 
Figure 7.21, showing the long. run equilibrium of 

{he firm in monopolistic competition, indicates that 
allocative elliciency is not achieved. 


Comparing price vaih marginal cost along the vertical 
fine at the equilibrium level of output, Q, We can see 
that price is higher than MC, indicating that there i an 
underallocation of resources to the production of the 
ood: society would have liked to have more units of the 
00d produced 


In monopolistic competition P» MC or alarnativaly 
MB» MC, indicating there is market failure. The 
‘market underallacatos resources to the production. 
of the good and too litle of it is produced. 


Inefficiency and product differentiation 


Economists argue tha! some inefficiency in monopolistic 
competition is juste by the presence of product 
differentiation, which leads to greater product variety. In 
other words consumers gain product variety while giving 
up some etficieney. Perfect competition, by contrast 
achieves efficiency but at the cost of zero product 

Variety Because consumers enjoy product variety, i i$ 
often argued that with monopolistic competition some 
inellciency may be the ‘price’ consumers pay for having 
treater product variety. 


On the other hand there is much debate among 
economists about how much product variety is socially 
desirable. Some economists argue that there is too 
much product variety, such as for example too many 
brands of breakfast cereals, detergents, cars or virtually 


any other product, This leads to confusion among 
consumers, as well as high costs of advertising and new 
produci evelopment which result in higher prices It is 
sonctimes argued that consumers would be better off 
‘iti less product variety and lower prices. 


Comparison of monopolistic competition 
with other market structures 


Below is a summary of the important differences 
between the market model. 


Monopolistic competition and perfect competition 

Similarities 

Lange number of firms 

^ Free entry of firms into an industry (no barriers to 
entry. 

* Nom 
lowio t 


profit in the long run, abnormal profit or 
short run (due to no barriers). 


Ditirrases 

* Market power and the demand curve, Firms in 
perfect competition have no market power; 
they are price-takers acing a perfectly elastic 
(horizontal) demand curve they face, Firms in 
‘monopolistic competition do have some market 
power (ability to influence price) reflected in th 

ng demand curve, 

^ Allocate efficiency, Whereas the perfectly 
competitive firm achieves allocative efi 
in ong-run equilibrium, the m 
competitive firm s 
optimal resources are allocated to the production 
of the good. Siace P> MC, consumers pay a higher 
price for the good than in perfect competition. 
Monopolistic competition is therefore a type of 
mastat failure. 

^ Product variety. Whereas all firms in perfect 
competition produce the identical product, under 
‘monopolistic competition firms go to preat lengths 
To differentiate their products From the consumer's 
perspective, product variety is usually an advantage 
perfect competition cannot offer this advantage Some 
inefficiency in monopolistic competition may be the 
"price consumers pay for prenter product variety. 

^ Economies of seale. Firms in perfect competition 
cannot achieve economies of scale because they are 
very small, Firms in monopolistic competition may 
have some small roon for achieving economies of 
scale but only to a relatively small degree as these 
firms also tend to be relatively small. 
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Monopolistic competitio and monopoly. 

‘Similarities 

^ No allocative eiciency therefore a form of market 
failure. Both hese market structures face downward- 
sloping demand curves, and therefore both have AUR 
curves that lie below the demand curve. This means 
{hat at the profit-maximising level of output (found 
by MR MO, P» MC for both (ie. no allocative 
efficiency) 


Differences 

^ Number of producers. While in mono 
competition there is a lange number i rms, in 
monopoly there is a single firm, ov else the industry 
is dominated by one large firm. 

+ Sine of firms, In monopolistic competition firms are 
usually small, whereas in monopoly the fact that 
there is a single or dornicant irm suggests a very 
large size, 

^ Barrersto eiry, Monopolistic competition is 
characterised by free entry whereas in monopoly 
there are high barriers to entry, 

* Normal and abnormal profits. Whereas the firm 
under monopolistic competition earns normal 
profit in the long run, the monopoly can ear 
ibnormul profits due to high barriers to entry 

Competition and prices, Fros entry and exit under 

nopolistic competition drive abnormal prot 
down to ero in the long run, and allow prices to 

be lower for the consumer than is posable under 
nopoly where barriers to entry «ilow the firm 

o maintain abnormal profits over the long run 
Therefore prices under monopolistic competition 
are likely to be lower and quantity larger than in 
monopoly and more i the interests of consumers 

* Market power, While both monopolies and firms 
in monopolistic competition have market power, 

a monopoly is kely lo have more market power 
because there are no substitutes for the pood it 
produces. The availability of substitutes means that 
consumers can switch to substitute goods, thus 
reducing the firm's market power. This is another 
sason why prices tend to be lower in monopolistic 
competition than in monopoly thus favouring, 

+ Competition and costs. Competition between firms 
in monopolistic competition puts a downward 
pressure on costs as firms compete ith each 
other. These competitive pressures may force less 


E 


efficient las to leave the industry. The absence 
of contp:tition in monopoly does not exert such a 
downward pressure on costs. 

Kesearch and development, The abnormal profits 
That monopolies can earn over the long run puts 
them in a better position than monopolistically 
competitive firms with respect to financing R&D. 
However, the pressures of competition faced by 
 monopolistically competitive firms may induce 
them to pursue R&D for product development in 
order to maintain or increase their sales, 
Economies o scale and the possibility of natural 
‘monopoly. Some small economies of scale may be 
‘achieved by firms mder monopolistic competition, 
but the potentia for is i much greater under 
monopoly, Which can benefit consumers through 
lower prices. 

Product variety. Whereas many monopolies 

sell move than one product, there is likely to. 

be far greater product variety in monopolistic 
‘competition which is characterised by many 
firms producing products that are substitutes for 
cach other, 


Use diagrams to explain how a firm in 
monopolistic competition can 


^ eam abnorma! profit (show profit per 
unit and teta profit), 


b eam normal profit, and 


© incur losses (show loss per unit and 
total loss). 


Outline the role of free entry of firms in 
monopolistic competition in the adjustment 
from short-run to long-run equilibrium. 


^ Using a diagram, show the firm's 
long-run equilibrium position in 
monopolistic competition. 


Comment on whether the firm achieves 
abnormal profit or normal profit in 
long-run equilibrium. 
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Explain why the fim in monopolistic 
competition represents a type of market 
failure. 


5. Explain what is meant by the idea that some 
inefficiency is the ‘price’ of product variety. | 


^ Evaluate monopolistic competition in 
comparison with 


a perfect competition, and 


b monopoly. 


Oligopolies have the following characteristics 


^ There is a small number of large firms. The term 
"oligopoly derives from the Greek word ohyomiua 


(oligopelio) meaning ‘ew sellers’. Oligopolistic 
industries are dominated by a small number of large 
fnis though in any one industry the firms are likely 
tw vary in size 

‘+ ‘There are high barriers to entry, All the barriers to 
entry discussed under monopoly are relevant io 
oligopoly. They include economies of scale (for 
example, the aircraft and car industries}; legal barrier 
such as patents (tbe pharmaceutical industry); control 
of natural resources (such as oil, copper silver 
aggressive tactics such as advertising or threats of 
takeovers of potential new firms An additional 
barrier to entry in oligopoly involves high startup. 
costs (the costs of starting a new firm) associated 
With developing à usw or differentiated product. 
Many established olipopolies spend enormous sums. 
‘on product diicrentiation and advertising, making i 
diflicull or new firms to match such expenditures 

^ Theve bs interdependence. Firms in perfect and 
onopolistie competition, due to their large 
‘uambers in an industry, behave independently of 
cach other, so when they make decisions such as 
how much to produce they do not take the possible 
actions of other firms into consideration, By 
contrast, the small number of firms in oligop. 
industries makes the firms mutually interdependent: 
decisions taken by one firm affect other rms in 
the industry. If any one firm changes its behaviour, 
‘this can have a major impact on the demand curve 
facing the other firme. Therefore firms are keenly 
avare of the actions o! their riv 


Most products of oligopolistic firms are differentiated 
such as pharmaceuticals, cars aircraft, breakfast cereals, 
cigarettes, refrigerators and freezers, cameras, tyres, 
bicycles, moioreyees, soaps, detergents Homogeneous or 
‘undifferentiated products include oil, steel, aluminium, 
coppes. sement. 


Interdependence, game 
theory and price and 
non-price competition 


Interdependence 


"The interdependence of oligopolistic firms has important 
implications for their behaviour: 


^ Strategic behaviour, Strategie behaviour is based 
on plans of setion that take into account rivals 
possible courses of action. It is similar to playing 
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a card game, or chess, where individual players’ 
actions are based cn (hz expected actions and 
reactions of the rivals). Strategic behaviour 
of oligopolistic firms is the result of th 
interdepend-nce. For example, a firm plans a 
cours: of action X assuming its rivals will follow 
fone policy, and it plans course of action Y 
assuming is rivals follow a different policy. Under 
oligopoly, firms planning their strategies make 
great elforts to guess the actions and reactions 

Of their rivals in order to formulate their own 
strategy 


ms in oligopoly face 
incentives that conflict, or cash with each other: 
© Incentive to collude — the ter collusion 
refers to an agreement between rms to 
limit competition b«tween them, usually by 
fixing price and therfore lowering quantity 
produced. By coliuding to limit competition, 
they reduce uncertainties resulting from not 
knowing how rivals will behave, and maximise 
profits forthe industry as a whole, 
© ceitive to compete, or to cheat ina collusive 
‘agreement - at the same time, cach firm faces 
an incentive to compete with its rivals in the 
ope that it will capture à portion of its ril 
market shares and profits, th 
profits at the expense of oth 
have formed a collusive agreement, they face 
an incentive to cheat on their partners’ in the. 
‘agreement in order to increase their profits at 
their expense. 


firms 1 firms 


Explaining oligopolistic behaviour 
by use of game theory: collude or 
compete/chest 


The characteristics of interdependence, strategic 
behaviour and conflicting incentives are illustrated 
very effectively by ame theory, a mathematical 
technique analysing the behaviour of decision-makers 
Who ue dependent on each other, and who display 
tirategie behaviour. Game theory has become an 
important tool in microeconomics and is based 
heavily on the work of American mathematician and 
economist John F. Nash (the subject of the 2001 flm, 
A Beautiful Mind), who together with John Harsanyi 
and Reinhard Selten, received the 154 Nobel Prize in 
Economics 


The game we will use here illustrates the prisoner's 
dilemma, showing how two rational decision-makers, 
Who use strategic behaviour to maximise profits by 
living Vo guess the rival's behaviour, may end up being 
eolistively worse ofl; The final position that results from 
te game i called a Nash equilibrium. 


Suppose there are two oligopolistic firms in the space 
travel industry: Intergalactic Space Travel (IST) and 
Universal Space Line (USL), Each firm must decide on 
a pricing strategy, Le. what price to charge consumers for 
its space travel services, and can choose either a high- 
price or a low-price strategy Each firm is interested in 
making its own profit as large as possible, but its profit 
will depend on the particular combination of pricing 
strategies that the two fms choose, 


Figure 7.22 shows four possible combinations of pricing 
strategies and lir corresponding profit outcomes 
(called pay?) for the two firms. This figure represents 
a payoff natrix. For example. if both IST and USL 
choose the high-price strategy, in box 4, each will have 
profit of 40 million Zelnink (abbreviated as Zu), Box 3 
shows the profit outcomes of differing price strategies; 

USL with a low-price strategy makes 70 million Zs, and 
IST with a hiph-price strategy makes 10 million Zs. The 
reason why the low-price firm makes much higher profits 
is that by charging a low price it captures a large portion 
of sales from its rival, 


Intergalactic Space Travels price 
Low price 


Hih price 


40 
milion 
Pa 
E] 
millon 
E 


_ Mie 


Universal Space Une price 


wpis 


Figure 7.22: Game theciy Ue prisoners dilemma 
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Suppose the two firms begin m box 1, where they are 
competing with each other on the basis of price (price 
competition) and therefore have a low price, leading to a 
low profit of 20 million Zs each, Realising that they will 
both be better off i they enter into a collusive agreement 
and charge a high price, they collaborate and agree to 
adopt a bigh-price strategy, thus entering box 4 where 
‘each one earns profits of 40 million 2s, 


Now sach firm faces a dilemma, Let's ook at the dilemma 
from IST% point of view (though USL is thinking 

long the same lines). IST realises that by sticking to 

the agreement, it wil continue to carn 40 million Zs, 
along with USL, On the other hand, IST bo realises 

that by cheating, in other words secret breaking the 
agreement, and charging a lower prie, it can carn the 
‘much higher profit of 70 million Z« while USL earns only 
10 million Zs In addition, IST realises that USL might 
break the agreement, in which case IST wil find itself 
making only 10 million Za (worse than even when it was 
in competition with USL, making 20 million Za) 

What should IST do? As it tries to 'outguew USL, it is 
likely to cuti price to beat USL to the higher profits, 
but since USI. is thinking along exactly the same line, 
they are both likely to adopt the low-price strategy, 

in vlc case they will end up in box 1 where they 

both have low prices and low profits, This is the Nas 
equilibrium, in which both firms become worse off 


sometimes a conflict between the pursuit of 
individual self.intorest and the collective firm 
interest, This conflit is the prisoner's dilemma, 
Although the firms could ha better off by 
cooperating, each firm, trying to make itself 
better off, ends up making both itself and its 
rival worse off, 


‘This game illustrates many real-workd aspects of 

olitopolist firms, which: 

^ mis interdependent — what happens to the profits of 
one firm depends on the strategies adopted by oiher 

ms; they therefore try to predict the action: of 

their rivals in order to plan out their own sirategy 

^ display strategie behaviour - they plan thcir actions 
based on guesses about what their competitors are 
likely to do 

^ face conflicting incentives they face the incentive 
to collude (agree to fix prices and move to box 4 
Where they both earn higi profits); and they face 


incentives to compete, or in this case to ‘cheat’ on 
the agreement, by lowering their price 

+ become worse off as a result of price competition 
(uying to capture sales from their rivals by cutting 
prices) since the rivals are likely to match the price 
cuts, all firms end up with lower prices and lower 
profits (box 1); isis called a price war 

+ havea strong interest in avoiding price wars, 
because they realise that every one will become 
Worse off through price cutting ~ this creates a 
strong incentive for them to compete on the basis of 
factors other than price (non-price competition). 


The roles of price and non-price 
competition in oligopoly 


Unlike firms in monopolistic competition that compete 
on the basis of both price and non-price competition, 
oligopolistic rms go to great lengths to avoid pri 
competition. They are very careful not to trigger a. 
pries war, where one firms price cut is matched by a 
mrtalitory price cut by another firm. As our discussion 
of game theory showed, a price war makes all the firms 
of an industry collectively worse off due to lower prices 
and lower profits, A price war may even lead to prices 
Tower than average cost and therefore losse, 


However, oligopolistic firms usually do engage in 

ense mn-price competition, involving ellots by firms 
to increase market share by methods other than price, 
Which typically include the following: 


+ product development 
+ advertising 
* branding 


^o numerous services such as quality customer service, 
Warranties, provision of credit, discounts on 
upgrades and others 


Non-price competition is very important in oligopoly for 
"be following reasons 


+ Oligopolistic firms often have considerable financial 
resources (due to large profits that they can devote 
to both R&D and advertising and branding, 
Whereas monopolistially competitive firms also 
engage in non-price competition, their resources for 
‘these purposes are penerally not as large. 

^ Thedevelopment of nc products provides firms with 
a competitive edes: they increase their market power, 
demand for the rms product becomes less clastic, 
and succesful products give rise to opportunities for. 
sübsariay increased sales and profite 
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^ Product differentiation can increase a firm's profit 
position without creating risks for immediate 
staliation by rivals. It takes time and resources for 
rival firms to develop new competitive products 


Identify the main characteristics of an 
oligopoly. 


= a Identify the conflicting incentives faced 
by oligopolistic firms. 
b Explain how they relato to thelr 
interdependence. 
DE ing to the conllcting incentives 


faced by oligopolistic firms, explain 
why the payoff matrix shown below 
illustrates the ‘prisoner's diemma' 

contronting the players of his game 


b Explain the possible profit outcomes of 
the two firms. 


© Describe how these outcomes are 
related to the firms’ interdependence, 


Pma 
High price Low price 
rion 
ss a 
milion inion 
T 
s s 
milion milion 
miton 
T 


4 Provide examples of non-price competitie: 
and explain why it is important to firms in 


oligopoly. 
Sa 


Outline why oligapolistc firms avoid 
price competition 


b Define a price war, and autline why 
oligapolistc firms aveid it. 


Collusive and non-collusive 
oligopoly 


There are two predominant types of oligopolies: 
collusive and non-collusive. 


Collusive oligopoly 
Colle digeply refers to situations where fens 

elo cold, which means they form an agreement 
cn themselves o limit competition, increase market 
power and icrease profits The most common form 
colton involves agreements to fa prices such as 
by boling pies condat at sone level, raising pics 
"ysome fixed amount, ing price differences Between 
different product: and ober 
Collusion is ilegal in most countries, because it works to 
mit competion 


Castets 

‘A common type of collusion involves the formation of 

an cartel, which is a formal agreement between firms in 

an industry to take actions to limit competition in order 

to increase profits, The agreement may involve limiting 

und fixing the quantity to be produced by each firm, 
results in an increase in price: fixing the price at 

which output can be sold; dividing the market according 

o geographical or other factors: or agreeing to set up 

barriers to entry. Whatever the case, the objective is to 

limit competition, increase the market power of the 

firm, and increase pros 

Suppose the fim: of an industry decide to form a cartel by 

fixing price. Fiore 7.23 illustrates how the cartel maximises 

profit. Note tha this iure is identical to Figure 7140), 

‘whic illustrates profit maximisation for a monopolist, 


The kay objective of a cartel is to limit 
competition between the member firms 


and attempt to maximise joint profits. Cartel 
members collectively behave like a monopoly 
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Figure 7.23: Poft maximisation by a price-fiing cal. 


o Figure 7,23 the demand curve ard marginal revenue 
curve shown ate for the industry as a whole, The MC 
curve is the sum ofall the MC curves of all the firms in 
the cartel, The cartel equates MA with AC to find the 
cartes profitamasimising level of output, Qs, and. 
then determines price given by the demand curve). It 
is then a question of dividing up industry output Q 
between all the fims, or deciding how much of the total 
quantity will be produced by each firm. One way thi 
can be done s to agree on what share of the market each 
will have based on historical market shares, Another 
way t that firms may agree to compete with each other 
for market shares using non-pric competition (product 
ferentiation and advertising) 


The best-known example of a cartel is OPE 
(Organization of the Petroleum Exporting Countries), 
composed of a group of 13 oil-producing countries. OPI 
periodically tries to raine he world price of oil by cutting 
back on its total output. Each menaber country is assigned 
am output level (quota) that ts permitted to produce. The 
restricted quantity of oil sesults in a higher price 


Firms participating i a cartel have much to gain 

^ increased market power and hence the ability to 
contro! price of the product. 

increased profits due to higher prices 


+ elimination of competition between the firms, and 
therefore no more uncertainty or need to outpuess 
their rival. 


However, collusive oligopoly is illegal in most countries for 
the same reasons tht private unregulated mamo polies are 
alio ilegal they restrict competition raise prices reduce 
quantities of output and are held to be inst consumen 
and society's best interests Howencz in practice it is 
dificult for authorities to discover sind prove the existence 
fof a cartel. Itis suspected that thare may be fiur more cases 
of collusive oligopoly than whit are discovered. 


While cartels hring important benefits to their members, 
they are not esy to create and maintain for several reasons 


^ Tooincentive to cheat Every firm in a cartel faces an 
incentive to cheat on the agreement, by offering to 
secretly lower the price for some buyers But il many 
firms cheat, or if cheating is discovered by other 
rms in the cartel, then the cartel may collapse, 

+ Cost differences between firms. Since the price 
‘agreed upon by the cartel is common to all the 
rms, firms with higher average costs have lower 
profits, while lower-cost firms enjoy higher profits 
Cost differences between firms lead to difficulties in 
agreeing on a common price 

‘+ Number of firms, Ths larger the number of firms, 
the more dificult is to arrive at an agreement 
regarding price and the allocation of output, as the 
grater nacber of differing views make agreement 
‘and compromise more difficult to achieve. 

‘+ The possibility of a price war, A possible outcome of 
n or more firms cheating on the cartel agreement 
is a price war, where one firm's price cut is matched. 
bby retaliatory price cuts by other firms. The result 
of a price war is to make all the firms of an industry 
collectively worse off due to lower prices and lower 
profits (in the example of game theory), 


Other types of collusion 
"The dilute involved in establishing and maintaining 
cartels s well as their illegality sometimes make firms 
Turm towards informal types of collusion. Jnformal. 
collusion refers to co-operation that is implicit or 
understood between the co-operating firms, without a 
formal agreement. The objectives of informal collusion 
are also to co-ordinate prices, avoid competitive price- 
cutting, lov! competition, reduce uncertainties and 
increase profits 


Ou type of informal collusion is price leadership, where 
is dominant firm in the industry (which may be the 
largest, or the one with lowest costs) sets a price and also 
initiates any price changes The remaining firms in the 
industry become price-takers accepting the price that has 
been established by the leader. The implicit agreement 
(as there is no formal agreement) binds the firms as 
far as price goes, but they are free to engage in non- 
price competition, A characteristic of price leadership. 
arrangements is that price changes tend to be infrequent, 
and are undertaken by the isader only when major. 
demand or cost changes occur. Examples include the 
airline industry, supermarkets and fas food restaurants 
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Non-collusive oligopoly 


Non-colusv oligopoly reter to oligopolistic firms that do 
not collude in any wav in order to fix or coordinate pices 
and limit competion. Each firm behaves independently: 
however they are stil aware of each other in their pricing 
decisions ad display strategic behaviour in that they take 
the possible actions of their rivals into consideration, 


in be observed that in the real word, prices of 
opolistic industries tend to be rigid or inflexible; once a 
particular price is reached, it tends to be relatively sia over 
long periods of tme. Moreover, in situations When prices 
do change, they tend to change together for all the firms in 
an industry Such prio: rigidities can be easily explained by 
collusive oligopoly since firms behave liks a monopoly in 
Such caes and so tend to have similar prices but how can 
they be explained in situations er firms do not collude? 


We can understand the observed price stability of 
oligopolistic firms that do not collude using the idea of 
strategic behaviour. Suppose there are three oligopolistic 
firms, A, B and € producing a similar product. A, B and 
C do not collude or communicate with each other in any 
way, instead thei pricing behaviour is strategie, and is 
strongly influenced by their expectations of how rival 
pms will react if they undertake a price change, 


‘Suppose firm A considers a price change, but before 
hanging (increasing or decreasing) its price, it re to 
predict how firms B and C will react, and wat will be 
the consequences of their reaction. Firm As reasoning is 
as follows: 


^ ME L raise my price, what will R and C do? They 
are unlikely to increase their price, because if they 
continue to sell at their lower price they will take 
‘vay a portion of my sal they will be better 
‘off and Twill be worse of, Therefore I should nor 
increase my price, 


+ QE 1 drop my price, what wil B and C do? They are 
likely io cp their price as well, and so asa result, 
Tam uitükely to be much better off than I am now, 
and I may be worse off with a lower price so 1 
should not drop my price. 

This tine of reasoning is the same for all three firms, A, B 

sd C, and tends to result in price stability. 


“This simple idea illustrates three important points: 


‘© Firms that do not collude are forced to take into 
account the actions of their rivis iu making pricing 
decisions. Otherwise they risk iowering their 
revenues and profits, which in turn could lead to 
price instability. 


^ Even though the firms do not collude, there is still 
price stability. Firms are reluctant to change their 
price because of the likely actions of their rivals, 
Which could result in lower profits for the firm 
initiating price changes 

+ Firms do not compete with each other on the basis 
of price. They do not try to increase their sales by 
attracting customers through lower prices A lower 
price not only invites price cuts by rivals, with 
resting lower profits for all the firms, but also risks 
setting ofl a price war. 


The concentration ratio 


As oligopolies involve a small number of large firms 
‘that dominate an industry, it is important to know 
how ‘concentrate the industry's output is among the 
industry largest firms, ax this information may provide 
clues on wheiher oligopolies have too much market 
power. A concentration ratio provides an indication of 
"he persentage of output produced by the largest firms 
in on industry: it measures market concentration, There 
{sno fixed number of firms for which a concentration 
is calculated. For example, we could say that the 
concentration ratio of industry X is 8, which means 
‘that the three largest firms of industry X produce 7 
the industry total output; or the 4-lirm concent 
jo of industry Y is 45 
largest firms in industry Y produce 45% of the industry 
total output. Table 7.7 provides some examples of 
concentration ratios in the United States We can see 
there are wide variations from industry to industry, with 
‘the most concentrated industry of those appearing 
the table being transportation equipment and the least 
concentrated Leing furniture. 


which means that the four 


adm [erm 
350% [467% 
uam |587% 
ww |777% 
18a% |265% 
320% [449% 


Source: htp:/Awww swa:thavore edu/SocSci/Economic/ 
denyorl/Concentration ratios pdf 


Table 7.7: 
manufacturing 


cted concentration ratios in domestic US 


235) 


Copyright Material - Review Only - Not for Redistribution 


) RDNOMGS rOR THE DOMA: counszioon 


Concentration ratios provide un indication of the degree 
of competition in an industry. They suggest that the 
higher the concentration ratio, the lower the degree of 
competition, while a tow concentration ratio would 
indicate a greater degree of competition 

In general, an industry is considered to be oligopolistic if 
the four largest firms control 40% of output. (This is an 
arbitrary cut-off point, as there is nothing special about 
a concentration ratio of 40% 


Concentration ratios have several weaknesses that Amit 

their usefulness as a measure of the degree of competition: 

* Whereas concentration ratios reflet concentration 
in a national market, they do not relleet competition 
from abroad, arising from imports. 

* Concentration ratios provide no indication of the 
importance of firms in tbe global market; there may 


Lp 


Pharmaceutical oligopoly fac 


Forty-four «ates in the United States fled a lawsuit in 2019 against. 


bbe some competition ina domestic market, but the 
firms may have a very strong, or dominant position 
in he global market, 

Concentration ratios do not account for competition. 
from other industries, which may be important in 
the case of substitute goods such as in the case 

of diferent metals Whereas there may be a high. 
concentration ratio in he aluminium industry, for 
example, this would be lower if considered together 
with copper, with which aluminium competes. 
Concentration ratios do not distinguish between. 
different possible sizes of the largest firms, For 
example, a three-firm concentration ratio of 9 
could consist of thice firms with 30% of the market 
cach, or of thre: Piras, one of which has 60% of the 
market and the other two have 15% each. 


aaae km brka cn gro ETa 
Kanaana meara, Petr inorena E 
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“We have hard evidence that the generic drug industry. 
perpetrated a multi-billon-dolor fraud on the American 
people. We have email, text messages, telephone records Figure 7.2 
and former company insiders that we believe will prove 
‘multiyear conspiracy to fx prices and divide market share for 
huge numbers of generic drugs.” 


a 


v 


Capsules containing business 
and aconomies formulas 


The legal action seeks damages, civil penalties and court actions to restore competition to the generic 
drug market, Generic drugs are lower-priced alternatives to brand-name drugs and as a result save drug 
buyers and taxpayers billions of dollars a year. Yet according to the lawsuit: 


‘Prices for hundreds of generic drugs has risen — while some have skyrocketed, without explanation, 
sparking outrage from politicians, payers and consumers across the county" 


Sources: wuww.enbe comw, www bm) com 
Applying your skills 
1. Identify this pharmaceutical oligopoly as collusive or non-collusve, offering reasons why. 


2 Draw a diagram and use it to explain how this oligopoly fails to achieve allccative efficiency. 


3 Normally it is very difficult to determine the presence of collusion. Outline why this may nat be the 
case here. 
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Evaluating oligopoly 


Oligopoly, allocative efficiency and 
market failure 


As firms in collusive oligopoly behave like a monopoly, 
itis clear that there is welfare los, allocative inefficiency 
and market failure, as Figure 7,22 demonstrates. 


Yet the same is also true of oligopolistic firms that d» 
rot collude. They also face a downward sloping demand 
curve, and the market produces a level of output that 

is below the level where social surplus is maximum, 
"Therefore, there is welfare loss here oo as in the case of 
collusive oligopoly. 


Criticisms of oligopoly 

To the estent that oliyopolistie em sueoeod in avoiding 
price competition, they achieve a considerable depce 
Of market power, ad therefore face similar criticisms ar 
monopoly 


^ Wella vs allocative inefficiency and market failure 


* Higher prices and lower quantities of output than 
‘under competitive conditions, 


+ Loss of consumer surplus to the olipopolists dive to 
ier prices resulting in MC 
* Negative impacts on the distribution 
^ There may be higher production cost: due to lack of 
price competition 
^ Posibly len innovative. 


{In addition, thee is a further arguanent against oligopoly: 


* Whereas many countries have anti-monopaly 
legislation that protects against the abuse of market 
power, the difficulties of detecting and proving 
collusion among oligopolistic firms means that 
such firms may actually behave like monopolies by 
colluding und yet may get away with i 


Benefits of oligopoly 


‘The benefits of oligopoly are also similar to the benefits 
of monopoly: 


* Economies of seale can be achieved due to the 
large size of oligopolistic firma, leading to lower 
production costs to the benefit of society and the 
consumer (through lower prices) 

^ Product development and technological innovations 
can be pursued due to tbe high abnormal profits 
from which research fonds can be drawn, This 


benefit of oligopoly is more important than in the 
case nt monopoly, since non-price competition 
forces firms to be innovative in order to increase 
their market share and profits 

‘+ Technological innovations that improve efficiency 
and lower costs of production may be passed to 
consumers in the form of lower prices 

Over and above the benefits of oligopoly that are 

similar to monopoly, oligopoly also offers the following 

advantage 

‘+ Product development leads to increased product 
variety, thus providing consumers with greater 
choice (monopoly dors not offer much product 
differentiation at vanety. 


1 a Outline the meaning of collusion 


Identify what firms in an oligopoly try to 
achiove through collusion, 


2 a Define a cartel 


b Using a diagram, show how a cartel 
rosembles a monopoly. 


© Explain why cartels are illegal in most 


count 

3/5 Outline why the cartel members faco 
the incentivo io cheat 

Identity some obstacles to forming and 


maintaining cartels 


4 Explain how non-collusive oligopoly di 
from collusive oligopoly- 


^ — Explain the meaning of ‘concentration 
ratio! and provide examples (they may 
bbe hypothetical 


b State the purpose of calculating 
concentration ratios. 


£ Identify some shortcomings of 
concentration ratios. 


& ‘Oligopoly is a type of market failure." 
Justify this statement. 


7 Discuss potential advantages and 
disadvantages of oligopolistic firms. 
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fect competition and the real world 

The model of perfect competition is the basis of an idealised free-market economy, where price is the 
rationing system that supplies answers to the what and how to produce questions." The market and the 
price mechanism are the means by which allocative efficiency is achieved, thus avoiding waste of resources 


Mary economists have strongly criticised preoccupation with the perfectly competitive model, They note 
that he eal world is dominated by large licor fms and monopaletaleompettive fms, and 
the model of perfect competition bears no relationship to either of these, Trying to test 
competitive m nthe real-world context of firm behaviour 
af competition has esty diferent meanings, with competition in perfect competition 
and equivalent to complete absence of market power (no ability to influence price), and competition in the 
other two market models involving efforts to capture market shares from rival fms, either through price 
cuts or through product differentiation and advertising (non-price competition). These real-world types of 
competition are completely irrelevant for the perfectly competitive frm that can neither gain anything by 
lowering its price nor can it differentiate and advertise its product. 


in addition, many econorrists question the notion of equilibrium (an idea borrowed from physics), and 
point out that equilibrium for the firm makes sense only under conditions of complete certainty and perfect. 
knowledge. As there is no such thing in the real world, there cnn be no equilibrium. 


On the othar hand, defenders of the perfectly competitive market model argue that this can be used as 
a ‘parable’ that can approximate (or describe very roughly) the outcomes of real-world firm behaviour, 
regardi ally competitiva. They also argue 

spite of ing rea-wor 
the ideal of allocative efficiency, thus helping governments pros 
tha industrial sector 


Thinking points 
‘+ How useful do you think is the modal of perfect competition? 


© De you think it matters that it is 
2.3 in Chapter 2)? 


sad on highly unrealistic assumptions (vee also Theory of know 


+ De you think economists should focus more on developing and using more realistic market models, 
based on monopol«tic competition and oligopoly? 


“alan anser the for whom to proce question on income distribution. However, he ane 
and for ths reason become 
iriuton Ges Chapter 1 


— o Á 
zm) 


sovided a general highly usatisctry. 
ore ess about how goverment should cane & markat to change maria deennined income 
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7.7 Government 
intervention in 

response to abuse 
of market power 


RNING OBJE 


Advantages and risks of 
large firms with significant 
market power 


‘n the discussion sbove on monopoly and oligopoly we 
saw that large Grow with significant market power offer a 
number of potential advantages, including: 


+ advantages arising from large economies of scale 
and natural monopoly 

^ the ability of such firms to carry out R&D on iew 
product and technology development. 

We have also seen that there are a number ol 

disadvantages and risks in terms of 

^ allocative inefficiency and welfare loss 

^ higher prices and lower output 


* dossof consumer 


plus to the large firm or firms 


pact on the distribution of income 

* bisher than necessary average costs due Lo lack of 
price competition 

+ possibly less innovative, 


Government intervention 
to address abuse of market 
power: an evaluation 


The meaning of abuse of market power 


We have seen that all market structures other than. 
perfect competition represent market failure, resulting 
in à price above marginal cost ^» MO, and welfare loss 
oa lesser or reuter degree, However abuse of market 
power, also known as anri-conpetiive practices, refers 
to situations where firms engage in activities that result 
in sedoosd competition, According to the European. 
ommission (of the EU): 


"A company can restrict competition if itis in a 
position af strength on a given market. A dominant 
‘position i not in self anti-competitive. but if 

‘the company exploit this position to eliminate 
competition. is considered to have abused it 


Examples include: 


h price 
^ depriving smaller competitors of customers by selling 
at artificially lv prices they can't compete with 

* obstructing corapetitons in the market (or in 
‘another rlsted market) by forcing consumers to 
buy a product which is artificially related to a more. 
popular, in-demand product 

^ refusing to deal with certain customers or offering 
special discounts to customers who buy all oF most 
of their supplies from the dominant company 

‘+ making the sale of one product conditional on the 
sale of another product. 


In general we can say the following: 

^ Monopolieson the whole have the highest degree 
‘of market power which is abusive due to the lack 
of competition: this is why private, unregulated 
monopolies are ille! most everywhere. 


* Firms in oligopolies may or may not abuse their 
market power, The market power of a collusive 


* tes ewropa euleomertuies/sonsumers/abute en hil 


m) 
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Risks of increasing market concentration 
1n 2019 the Intemational Monetary Fund (IMF, see Chapter. 
20) published a study providing evidence in support of the 
Very popular notion that competition is weakening as markets 
are becoming more and more concentrated. The study 
examined markups over marginal costs (the amount added 
to cost to obtain the price) of 900000 firms in 27 countries, 
Markups over marginal cost are an indicator of market power. 
It found that markups increased by 8% on average in the 
period 2000-2015, increasing most in the United States and 
to a lesser extent in Europe. 


But the study also found that the rising markups are due 
to only a small share of the firms, The 10% of firms with 

the highest markups incroased these by more than 3096 
compared to their compotitor firms. Moreover, mergers and 
acquisitions, which clearly result in increased concentration, 
are followed by «ianicantly higher markups, 


Figure 7.25: David vs Goliath business 


In addition it found that higher markups ara lakad wiih ^ Crede roan grast diia far aa 


loss investment in physical capital, which is estimated to. 
have resulted in lower GDP growth by one percentage 
point in advanced economies. Further, the firms 

with the highest markups pay workers a smallar share of the value they create, contributing to 
income inequality. Finally, tho study warns that market power may result in loss innovation as 
firms become too comfortable in their position due to decreasing competitive pressures 


businesses against large corporations 


Those negative trends may worsen if market power is not checked. 


Source: www economist com 


Applying your skills 
1. Outline the meaning of increasing market concentration 


2 Describe the evidence used by the IMF to conclude that there is increasing market concentration, 
3 — Explain the risks to consumers and the economy of increasing concentration of markets. 


oligopoly 1s similar to that of a monopoly, and Legislation to protect competition 
resents a form of abuse; therefore collusion is 

ral most everywhere. Non-collusive oligapolics 

uy or may not abuse their market power, 

depending on the situation, 


Most countries have laws that try to promote 
competition by preventing collusion between 
oligopolistie firms, as well as preventing anti- 
competitive behaviour by a single firm that dominates 
a market (see Real world focus 7.1). This is known 
"n competition policy. Firms that are found guilty of 
anticompetitive behaviour are usually asked to pay 
fines (see Real world focus 7,5), or may be broken up 
re government intervention in response to abuse into smaller firms. 

‘r occurs muri in the cases of monopoly 


* Firms in monopolistic competition have less market 
power which for the most part they do noi abuse 
because there is significant competition among firms 
that produce substitute goods, 


sed gop 
ESE LEE aa 
"T 
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Difficulties that may arise in connection with 
competition policies include 


‘© Possible difficulties in interpreting the legislation 

in connection with the behaviour of the offending 
mis Dilfecent people may have different views on. 

what actions involve anti-competitive behaviour, 
The laws themselves may be vague, allowing much 
zoom for different interpretations. According to the 
OECD, "Determining when a firm's behaviour i an 
abuse of market power, as opposed to a competitive 
action, is one of the most complex and coniroversial 
arcas in competition policy 

‘+ Lawsin a particular country may be enforced 
to varying degrees, with some governments 

hem more strictly than others, 

depending on their priorities or their political 

and ideological views, Some governments may 

accept the principle that government intervention 

in the market in the form of strict enforcement 

of competition policies is necessary to protest 

consumers ngainst monopolistic practices and to 

achieve allocative efliciency. Other governments 

may accept the principle that government 

intervention in the market is not necessary to 

achieve consumer protection and allocative 

cficieney, because over long periods of time, 

the market and competitive forces on their own 

accomplish these functions. There is na ‘right 

fr "wrong answer to this issue, as it depends on 
mative ideas about the economy: 


^ Miro collude, it is difficult to discover evidence 
of the collusion and to prove it, as collusion occurs 
secretly, since it is illegal 


Legislation in the case of mergers 


A merger is an agreement between two or more firms 
to join together and become a single firm. Mergers 
may occur for a number of reasons, such as an. 
interest in capturing economies of seale (a single 


larger firm may be able to produce at lower average 
costs), or un interest in firm growth (the firms would. 
like to become larger), or interest in acquiring market 
power, which is made possible by the larger size of 
the new, larger firm. 


Mergers are an issue in competition policy because 
fof the possibility that the single firm created lom. 

"he merger have too much market power. Legislation 
‘usually involves limits on the size of the combined firms 
(See Real world focus 7.4.) 


Difficulties with merger policies include questions and 
uncertainties about what firms should be allowed to 
merge and what firms should not, related to issues 

of interpreting the legislation as well as ideological 
differences among dierent governments on the 
desirability or not of a high degree of market power 


The imposition of fines 

Finas ans often imposed if a government agency 
responsible for investigating anti-competitive behaviour 
discovers some wrongdoing (see Real world focus 7.5 
below for examples) 


A problem with fines is that firms will often get 


their lawyers to calculate whether breaking the law 


‘or complying with the law is more costly (or 
profitable). Often, the profits of firms that abuse market 
power are preat enough that they are better off illegally 
busing their power and paying fines, than not abusing 
their power and not paying fines Moreover, often they 
are not caught for anti-competitive behaviour, possibly 
because of the political climate, or because they are 
careful to cover har actions, 


Big firms often neglect the ethics of wrongful behaviour 
if they believe that getting caught is not as costly as 


‘hup mvoeed orglcompeniorlabuse. 


2) 
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Conflicting views regarding regulation 
1n 2018 the European Commission (of the EU) 
imposed a fine oí S5 bilion on Google for 
Violating the EU's competition rules by requiring 
phone manufacturers to preinstall Google Search 
and ts browser app, Chrome, in order to access 
Google Play, Google's app store. According te 
ihe EU, ‘These practices have denied rivale the 
chance to innovate and compete on the meris. 
They have denied European consumers the 
benefis of effective competition in tho important 
mobile sphere.” 


Soon after President Donald Trump tweeted 
ian Union just slapped a Five Billion 

Dollar fine on one of our great companies, 

Google. They truly have taken advantage of 

the US, but net for long! Some y 

President Barack Obama had stato 


Figure 7.26: European Commissioner Margrethe Vestager, 
18 July 2018, when the EU gave Google 90 days to end ilegal 
or face further ines (ater being fined SSbilion 


Sometiries the European response here is moro commercially driven than anything else. We have owned 
the internot, our companies have created it, expanded it, perfected it in ways that they [European firms] 
can't compete. And oftentimes what is portrayed as high-minded positions on issues sometimes is just 
designed to carve out some of their commercie interests. 


Later US Senator Elizabeth Warren argued 


Today's big tech companies have too much power—too much power over our economy, our society, 
and our democracy. They've bulldozed competition, used our private information for profit, and tited 
the playing feld against everyone ele. And in the process, they have hurt smal busiteses and tied 
innovation.” 


To deal with this, she proposes breaking up the big tech companies, 


Tyler Cowen, a US ecanomics professor disagrees, arguing that large tach compani 
and breaking them up could weaken them and therefore hurt innovation. 


re major innovators, 


Sources: https //curopa eu, wwwnewyorker com; https //madium com/ 


Applying your skills 
1 Describe why the European Commission thought Google was abusing its market power. 


2 To what extent do you think the European Commission's concerns are legitimate? 


3 Compare and contrast the policies of an imposition of a fine versus legislation to break up Google 


tpe Neuropa sulapidpres release 618-4881. erhim 
hips vo renyortar com/newt cur eolumnatshahy d the-suropean common ine aoogle fiel doll 
‘hip medium comfaeamaoreharehom me cn break big tech Puede 3M 


— >. a SS EE ESSE 
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Competition authorities reject UK 
supermarket merger 

In 2019, Britain's Competition and Markets 
Authority (CMA) blocked a merger between. 
‘Asda, the United Kingdom's second largest 
‘supermarket, with Sainsburys, the thir largest 
Tho two supermarkets combined would have 
had a market share of 30.7%, and would have 
become the largest supermarket in the country, 
In their proposed merger, Asda and Sainsbury’ 
argued that the merger would hava allowed 
Them to cut costs with resulting price decreases 
of as much as 10%, However, no CMA claimed 
"we have found this deal would lead to increased 
prices, reduced quality and choice of products, 
or a poorer shopping reperience for all of their 
UK wshoppers." 


domestic economy, where there has 
decade, There are similar concerns in the United S 
limiting competition and reducing welfare (see also 
on the supermarket merger 'could yet prove to be 
concontrated economy. 


Source: www economist com 


Applying your skills 
4^ Use a diagram to explain why the merger of th 
average costs, 


2 Explain the theoretical 


higher price 


There is growing concern in the United Kingdom that thera is increasing concentration of firms in the 
bean $2 trillion worth of mergers and acqui 


Figure 7.27: Flirt, UV. Asda and Sainsburys 


ions in the past 
tes that the economy has become too concentrated, 

Roal world focus 7.2). Therefore the CMAS decision 
an important moment inthe reform of Britain's over 


ve two supermarkets might have resulted in lower 


The case of natural monopoly 


While most countries around the world do not encourage 
monopoly, an exception is made if there is a natural 
monopoly, because it is not in society interests to break. 
it up into smaller firms, as this would result in higher 
average costs and a waste of resources 


Government ownership of natural monopolies 
One possible solution to natural monopoly s 1o 
nationalis it, which involves transfer of ownership from 
the private sector to the publie sector (the government) 
Government ownership allows the government to regulate 
natural monopolies forcing them to lower prices and 
increase quantities produced in the interests of consumers 
thereby reducing allocative inefficiency and welfare loss 


However government ownership sometimes leads 
to ineliciencies and higher than necessary costs of 
production, as governments are not driven by the poul 
To maximise profita. In general since the 1990s there has 
been a trend around to world to privatise (the opposite 
of nationalis) government enterprises 


Government regulation of natural monopolies 
Governments usually regulate natural monopolies, 

To ensure more socially desirable price and quantity 
outcomes, and this can be done even when the monopoly 
remains under private ownership. There are two ways 
this can be done. 


2) 
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Fines imposed by the European Union 
In 2019 a group of banks Barclays, J.P: 
Morgan, MUFG and Royal Bank of Scotland) 
were fined $1.2 billion for rigging the multi 
trilion-dollar foreign exchange market for 11 
currencies, The Swiss bank UBS was exempted 
froin the fine because it alerted the existence 
of two cartels to the European Union, 


At the same time another group of banks 
(Barclays, BNB Paribas, Citigroup, J.P. Morgan, 
Royal Bank of Scotland and UBS) wore fined 
$2.8 billion by U.S. regulator: also for rigging 
‘exchange ratos 


"Source: https jnre com/2019/08/16/eu 
regulatorstine-fvi anks-forforextigging hii 


j Figure 7.28: Mountain View, California, USA. One of the Google 
buildings 


* In 2019, Google was fined €1.5 for restricting competition ky imposing anticompetitive contract 
restrictions on third-party websites for over ten years, 


* In.2018, Google was fined €S billion for requiring phone manufacturers to preinstall Google Search 
and its browser app, Chrome, in order to access Google Play, Google's app store. 


^ In 2018, Qualcomm was fined $1.2 billion for making ‘significant payments’ to Apple for using 
Qualcomm's chips rather than competing chips. 


+ In 2017, Google was fined €2.7 bi 
the search results, 


ien for giving its Google Shopping Service an 


jal advantage in 


+ 1n 2009, Intel was fined $1.45 billion for offering customers price reductions if they used Intel's 
microprocessors instead of it rival AMD. 


Sources: www theguardian com, 


waw businessinsider com; 
waw reuters com; 


Applying your skills 
Outline how each of these violations matches the European Commission's definition and examples of 
abuse of market power (see Section The meaning of abuse of market power above). 


+ Marginal cost pricing its average costs As a result, the firm will either go out 
“The government can force the monopoly to charus a OT business, otherwise the government would have to 
price equi (o marginal cct, sioe with P= AC the subsidise it in oder to cover its losses (This need not 
‘monopolist will achieve allocative efficiency, with P- ‘occur in a monopoly that is not a natural monopoly) For 
falling and Q increasing to the socially desirable level, these reasons marginal cost pricing is not a popular way 
“This called marginal cost pricing, to regulate natural monopolies 

However, marginal cost pricing kads to losses for the (The interested reader may refer to the digital 

natural monopolist. The reason is that P= MC results coursebook, illustrating a natural monopoly with 

in a price that is too low (x the firm to be able to cover ‘marginal cosi pricing, as Supplementary material.) 


D (Di ————— 
2a) 
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fo Average cost pricing 

‘To avoid creating losses for the natural monopolist, 
governments can force the firm to charge a price equal 
lots average costs, where P= AC, meaning that the firm 
sarns normal pendit, This is called average cost pricing. 
‘This results in a higher price and lower quantity than 
marginal cost pricing, However, it leads to a price and 
quantity combination that is superior to that of the 
luncezulated monopolist, meaning that price is lower and. 
uit greater 

Although allocative efficiency is not achieved! through 
average cost pricing, this policy offers two very 
important advantages: (a) the monopolist makes normal 
profit and is not in danger of having to shut down; and 
(b) it is more efficient than the market solution, 


Yet average cost pricing also bos disadvantages, A 
monopolist in a free, unregulsted market faces incentives 
to keep its average costs on, in order to maximise profits 
I£, through regulation, it i guaranteed a price equal to 
its average costs, iL loses this incentive. I average costs 
increase due to Inetficieney, it will still receive a price 
covering its costs 


Another possible disadvantage is that the regulated 


even though it may stop being a natural monopoly (T 
technological improvements change cost conditions, 


such as in telecommunications). Continued regulation. 
provides protection to the firm from new competitors 
‘thai would have been able to produce more efliciently 


1 Discuss 


^ potential advantages of large firms with 
significant market power, and 
b potential risks in markets dominated by 
large firms. 
2 Outline the meaning of abuse of market power. 
3. Discuss advantages and disadvantages of 


possible government interventions to deal 
with abuse of market power 


44 Using a diagram, explain the meaning of 
natural monopoly. 


b Discuss policy options for governments 
to deal with natural monopoly. 


yeu roflect on your learning and enhance your understanding of key 
suggestions for inquiries that you can undertake cn your own or in groups 


topics in this chapter. They a 
in order to revise the learning objectives of this chapter. 


1. Research and find an example of collusive oligopoly in your country of residence or in any other 
country of your chcice. Try to discover how the firms colluded, how their collusion was discovered, 
what if any were the fines imposed, and what were the consaguences. 


2 Research a caze of competition policy in a country and industry of your choice where firms have 
been accused of anti-competitive behaviour. Explain why the behaviour runs against the interests of 
‘consumers and society, and haw the actions taken by the competition authority would correct the 
problem. 

3 There is a major ongoing debate about market power concentration in the large tech firms like 
Amazon, Google and Facebook, According to many observers this is excessively high and growing. 
Research and explain the arguments that favour regulation and legislation to limit the market power. 
‘af such firms, Explain the possible risks to consumers and society af the rising market power of these 
firms, Describe the various polices that are being proposed to regulate this industry. 


TYLE QUESTIONS 
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Tho conditions of the. ind the supply side of the ecoromy ar 


vange, which caus» variations in economic activity over time. 


subject to continuous. 


Fluctuations in e wumi activity have major effects on the o¢~iromie well-being of soci 


and the 
individuals wi ho them. 


Diferen” schools of thought offer different axplanatie v. of macroeconomie problems and suggest 
dilere r: solutions for dealing with these. 


Copyright Material - Reviow Only - Not for Redistribution 


+ In the news you have probably heard reports describing the state of ‘the economy’. What do you think 
"tho economy’ is? 


+News reports often commant on how the economy has improved or worsened. What do you think 
characterises an economy that has improved or worsened? 


In this chapter we will discover how economists measure an econon 
income. We will study the business cycle, that shows how economic ae 


output and 
y Mluctuates 
ili we will examine the limitations of standard measurements of output 
«twill consider alternative methods that may be more appropriate for 
momie well-being, 


measuring 


Photo: Man pays tr an order in a cafè with a credit card 


a) 
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8.1 Economic activity 


The circular flow of income 
model 
The circular Now of inco model was introduced in 


Chapter L, Section 1.3. We will briefly review it here asit 
forms the basis for understanding the macroeconomy. 


The model in a closed economy with 
no government 

Figure i the same as Figure 1.4 (Chapter 1), whi 
introduced the relationship and interdependence betwee 
households (consumer and firms (busines), ined 
together through product markets and resource markets 


icula flaw of income madel wih no leakages 
and injections 


Households, as owners of factors of production 
(land, labour, capital und entrepreneurship) sell 
these to firms, and they also buy the products that 
firs produce. Firms buy the factors of production, 
and sell the goods and services they produce to 
consumers, There is therefore a flow in the clockwise 
direction of factors of production from households 
o firms, and of goods and services from firms to 
households. 


‘The counterclockwise direction shows flaws of money: 
Households receive income when they sell their factors 
of production to firms in the form of ren (for land), 
wages (for labour), interest (for capital) and profir (for 
entrepreneurship). Consumers then have household 
expenditures which is thc money they spend to buy 
goods and services Firms on the other hand have cast 
of production when they buy the factors of production, 
and they receive revenues when they sell their goods and. 


We thus see that the income low from firms to 
households is equal to the expenditure flow from. 
households to firms: the household incomes from. 

the sale of factors of production equals household 
expenditures on goods and services This is the circular 
ow of income, 


"These two lows are also equal to the value of goods and. 
services, or the value of euipur flow. This is equal to the 
sum of the product of cach good and service multiplied 
by its respective price, giving the value of total output. 
Therefore: 


The circular flow of income shows that in any 
given time poriod (say a year), the value of 
output produced in an economy is equal to 

the tutal income generated in producing that 
output, which is equal to the expenditures made 
to purchase that output. 


Adding leakages and injections 
Figure Kis the same as Figure 1.6, showing the circular 
Mow of income model with nection (money owing 
in) and leakager (money fowing out, also known as 
withdravls) to the money fow of Figure 8.1 


"T 
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B The leve! cf overall economic activity 


Tagen ran tre, proT 


(spending on gh ande 


Figure 8.2: Circular low of income model wth leakages and injections 


Leskages and injections are paired together so that what 
leaks out of the low can come back in as an injection: 


leakages injections 
sing investment 
m government spending. 
import ypending export spending 
Saving and investment 


Saving is a part of consumer income that is not spent, 
therefore it is a leakage, Investment is pending mainly 
by firms for the production of capital poous (one of 
the four factors of production, physical capital). This 
is why capital goods are also known à» investment 
goods Households place their sayings in financial 
markets (bank accounts, purchases of stocks and 
bonds, ete.) and firms obtain Funds from financial 
markets (through borrowing, issuing stocks and. 
bonds, ete.) to finance investment, or the production 
of capital goods. These funds therefore flaw back into 
the expenditure ñaw as injections. Saving leaks out 
fof the low of consumer expenditures, passes through 
financial markets, and is then injected back into the 
expenditure flow as investment, 


Toses end government spending, 
Tares and government spending are connected through 
"ie government. Taxes are a leakage since houscholds 
pay taxes to the government instead of buying goods and. 
services, and government spending on various activities 
(education, health, defence, ete.) comes hack into the 
flow as an injection. 


Imports and exports 
‘An economy that imports and exports through 
{ntesnational trade is an oper economy. Imports and 
exports are linked together through "other countries. 
Imports represent a leakage because they are household 
spending that leaks out to the other countries that 
produce the goods and services, Exports represent an. 
injection because they are spending by foreigners who 
‘buy domestically produced goods and services 


The size of the circular flow in relation 
to the size of leakages and injections 


"The relative size of leakages and injections has important 
consequences for the size of the circular fow. If leakages 
ions, the size of the circular 
ller, Suppose saving is larger than 
investment, w that the household income that leaks a 
saving into financial markets does not all come back into 
the low as investment. The result is that fewer goods and 
services are purchased, firms cut back on their output, 
they buy fewer factors of production, unemployment 
increases (since firms buy a smaller quantity of labour) 
and household income is reduced, 


M injections are larger than leakages, the size of the circular 
Tow becomes larger. Suppose spending on exports is greater 
"an spending on imports This means that foreigners 
demand greater amount of goods and services firms 
begin to produce more by purchasing more factors of 
production, unemployment alls (as firms buy a larger 
quantity of labour), and bousehold income increases 
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To summarise: 


Leakages from the circular flow of income. 
(saving, taxes and imports} are matched by 
injections into the circular flow of income 
(investment, government spending and exports), 
though these need not be equal to each other. If 
ions are smaller than leakages, the income 
How becomes smaller; if injections are larger 
than leakages the income flow becomes larger. 


TE JR UND 


itis sugges ar tà Test your. 
understanding 1.10 in Chapter 1 to review the 
main points of the circular flow of income mod. 


8.2 Measures of 
economic activity 


ARNING OBJECTIVE 


Understanding measures of 
economic activity 


Introduction to measures of 

economic activity 

Measurement of economic activity involves measuring 

an economy's national income or the value of output, 

and is referred to as national income accounting. The 

output of an economy is referred to us national output, 

alio known a aggregare output, Which means total 

output, Knowing national income and the Value of 

grege output is very useful because this low us to: 

^ amens an economy's performance over time (are 
income and output increasing over tme are they 
decreasing) 

^ make comparisons of income and output 
performance with other economies 

^ evtablsh a basis for making policies that will met 
economic objectives 


You may have noticed that we often refer to the vue 
of output. Why ipea in terms of values, and not in 
terms of quanti, as we did in microeconomics? The 
anser i that in macroeconomics we must find a way to 
ada up quantities of output of hundreds of thousands 
Oo dilerem goods and servicex Yet how can we add up 
uates of computers, apples, cars and theatre ticket? 
What unit of measurement can we use? To get around 
lily, we meine output in money term, or 
the valus of goods and servicon, The vue o a good 
is imply quar muliplied by t price Sometimes 
alc may not be explicitly mentioned. For example, 
cone may speak o the level of aggregate output” or 
simply "agesate output Whatever is the case, in 
tucroccosomic ouput is always in value terme. 


How economice activity is measured 


‘The circular flow of income model showed that the 
value of aggregate output produced is equal to the 

total income generated in producing that output, which 
is equal to the expenditures made to purchase that 
output. For this reason, the term national incom, or 

the total income of an economy, is sometimes used 
interchangeably with the value of aggregate output. We 
Will now use this principie tø see how national income or 
the value of aggregate oviput is measured. 
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There are three way: to measure the value 
of national output (ar aggregate output), 
suggested by the circular flow of income model, 
all giving rise te the same result: 


* the expenditure approach adds up all 
spending to buy final goods and services 
produced within a country aver a time periodi 


* the income approach adds up all income 
earned by the factors of production that 
produce all goods and services within a 
‘country over a time period 


* the output approach calculates the value of 
all final goods and services produced in a 
country over a time pe 


The expenditure approach 


The expenditure ;ppioach measures the total amount 
of spending to buy final goods and services in a 
country (usually within a year). The term “final” refers 
to goods and services ready for final use, and can be 
contrasted with intermediate goods and services, or 
those purchased as inputs for the production of final 
cds When we measure the value of aggregate output, 
Ne include only purchases of final goods and services, 
For example, food items like meat and vegetables are 
ermediate goods for a restaurant that vea them. 
to prepare a meal, and the meal is the final good. If 
in measuring expenditures we ineluled spending on. 
he food items plus spending on the meal, this would. 
involve double counting and the value of aggregate 
output would be exaggerated. On the other hand, meat 
and vegetables bought by u household for consumption 
count as final good, ace they are not used as inputs 
for the production ol another good or service, 


“Total spending is broken down into four components: 


* Consumption spending, abbreviated as C. includes 
al! purchases by households on final goods and 
icesin a year (except housing, which is cla 


ied 


under investment). Consumption spending is often 
referred to as consumption for short. 
^o Lvesiment spending, abbreviated as, includes 
* o spending by firms on capital goods (ie. 
buildings, machinery, equipment, ete.) 
* o spending on new construction (housing and 
other buildings). 


Investment spending i often referred to as 
investment for short. 

* Government spending, abbreviated as G, refers 
o spending by governments within a country 
(national, regional, local) It includes purchases 
by the government of factors of production, 
including labour services. It includes government 
investment, ref-rred to as public investment’, 
Which usually involves roads, airports, power 
generators, buildings 

+ Net exports (exports minus imports), abbreviated 
as X- M, refers to the value of all exports 
(abbreviated as Y) minus the value of all imports 
(abbreviated as M), Exports ate goods and services 
produced within the country and so must be 
included in the measurement of aggregate output 
Imports, however, involve domestic spending on. 
goods and services that have been produced in 
‘other countries, and so must be subtracted from 
expenditures measuring domestic output 


I we add together the four components of spending, we 
obtain a measure of agoreyate output known as gross 
domestic product (GD! 


CHI G+- M) = GDP 


‘This approach allows economists to see the 
relative contribution of cach component of GDP, 
how tiese might change over time, and to make 
comparisons over time or across countries, For 
example, if one is interested in investment, it is 
possible to trace out how the share of investment in 
GDP changes over time and to see how the share of 
investment in one country compares with its share in 
other countries. 


"pending by consumers clane at spending on) consumer durable goods vith an expected Ile af more than three ye, ruch ar 
efigersion, washing machines, lleicr, ete), Și) consumer nar curable goods th an especed e eles than hee yar such 
2 food, clothing and medienes), and i) serv ces lentartairment, banking, health care, education el } 


esten spending includes one mare liarn: changen in inventories, ventris ree ta output orice by fe that remain nac. 
Biainesse at a rule bep inventories to heip them meet unexpected reer m the demand oj he product. Since nvntone are 
Side tear Vat they mat be counted sa part che aggregate output that = beng measur However nce they are output that has 
‘ol bean seld, they cannot be courted under canaumpnen expends they we therefore counted under asimant, etimant pending it 
fin fered ta as investment far short 


— o Á 
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Gross domestic product (GDP) is defined as 
the market value of all final goods and services. 
produced in a country over a time period 
(usually a year). It includes spending by the four 
components, C+1+ Ge (X- M). Itis one of the 
most commonly used measures of the value of 
aggregate output. 


Some clarifications concerning investment. 
investment refers to spending by firms or the 


government on capital goods and on construction, 
"There is a common misconception thai investment is 
undertaken only by firms. This is incorrect, because 
as we have seen in the discussion above, investment ix 
also undertaken by governments (public investments). 
One reason for this misconception is that firms are 
major decision-makers whose contribution to GDP ix 
in the form of investment, 


Another issue is that in measures of aggregate output, 
investment in cita includes only spending on physical 
capital It does not include spending on human capital 
and often it does not include spending on natural capital 
(see Chapter 1, Section 11 for these distinctions), This 
car be confusing, because economists often refer to 
“investments in human capita and investments in 
natural capital and yet these investments! do not 
appear as investments in measures of aggregite output 
Many economists argue hat national income accounting. 
methods should be changed to include these types of 
investments as well, 


Note that measures of aggregate output also do 
not include financial capital or social capital (see 
Chapter 1, Section 1.1), but this is justifiable as these 
types of capital do not represent value of goods and 
services produced. 


The income approach 


“The income approach adds up all income earned by 
the factors of production within a country over a time 
period (usually a year): wages earmad by labour, rent 
tarned by land, interest earned by capital and profits 
earned by entrepreneurship. When all factor incomes 

are added up, the result is national income. Whereas 
‘ational income is often used as a measure of the level of 
economic activity, it is not the same as GDP. To calculate 
GDP using the income approach, it is necessary to make 
some adjustments to national income” 


"This approach allows economists to see the relative 
income shares of the differnt factors of production 
how these might change over time, and to make 
comparisons over time or across countries For example, 
if we are interested in wages of workers, we can sce how 
the share of ves in national income changes over time 
and how this share in one country compares with its 
Share in other countries, 


The output approach 


‘The output approach measures the value of each good 
and service produced in the economy over a particular 
"ime period (usually a year) and then sums them up to 
obtain the total value of output produced, I includes 
"he value of all final goods and services, in order to avoid 
the double counting that would arise from including the 
values of intermediate goods and services 


"The output approach cateulates the value of output by 
economic sector, such as agriculture, manufacturing, 
transport, banking, ete. The value of output of each 
sector is then added up to obtain the total value of 
‘output fr the entire economy. 


"This approach provides economists with the opportunity 
Jo tin the performance of each individual sector 


here If we add depreciation and inact tanes to rati 
IGNI. The dieranee between GNI and GDP wl ba considered |; 
eod, and wi alo be considered lat 

rd GOP i hal the value f output measured by he 
messing oniy the incomes othe lacions f product 


e reason va acd depreciation sn ner tanas ta national income in order to obtain GNI 
Mure approach inches both thene lem By contrast, national income 
"oss al include eher cf he Wa 


"The method ed to obtain the value of only nal good nd sarsies isto count only the valus added in each step of he production 
process For example, sj the production ola acd oes tough the fllowng sepe Fem A sels raw materials Ir $700 ta ben B Fem B 
exa ran materials and produces ninteradta goed that t ael to fm € for B1100 Firm C uues th Intermediate goad to produce 
a nal quoc that al for B1700 How much valve has been added in this procesa? Fem A added $7602 ve Forn B added $400 of 
value (= $1100-5700, and fem C adlet $0 of value (~ $1700- $1100) When we add Wese up ne ctt $700 0D + $400 = $1700. 
Noe that the sum of the values tha were added n each step of the production process i «aci cual ta the value of the inal product 
Tue had added up the values of the bwo Intermediate products and the (nal product we wouid have: $100 $110. $1700 $4500, 
which greet ekagaettes the valus ol he product dua to doubla courting By courting oniy valas added in exch ep ofthe prodction 
Process the proklam of double counting à aided. 


 — M — —Á  —  —— 
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by looking at its relative share in total output, how 
this changes over time aad to make comparisons of 
performance across sectors across countries, 

The three approuches give rise to the same result, after 


allowance is masts for statistical differences that arise in 
the course of measuring the different variables involved. 


Explain why the terms ‘national income” 
and ‘aggregate output’ are often uses 


interchangeably. 


2 Identify some reasons why it is useful to 
know the value of aggregate output 


3 Explain why 


a we measure aggregate output in value 
terms, and 


b we enunt only the value of final goods 
and services when measuring the value 
of output 

4 Identity the four expenditure components of | 

GDP and explain each of those. 

^o Explain theo ways that GDP can bo 

measured. 


^ Outline the type of information each 
‘approach offers about the economy. 


6 Using the circular flow medal, explain why 
the three ways to measure GDP give rise to 
the same result 


Distinctions relating to measures 
of the value of output 


Distinction between GDP and GNI 


Under the expenditure approach to measuring aggresate 
output, we learned the meaning of gross domestic 
product (GDP), which isthe market value of all 

final goods and services produced in a country over 

a time period (usually a year), and includes the four 
components of spending: C-+1+G 4 (X - M). 


In addition, using the circular fow of income model, we 
learned that the value of outpt produced in an economy 


is equal to the total income generated in producing that 
output, However, in the eal world, this equality does 
not always hold. Sometimes the output of an economy 
is produced by factors of production that belong to 
foreigners, Consider the case where a US multinational 
firm in India remits (sends back) its profits to the United 
States. The output of the multinational is produced in 
India, but the profit income is received by residents in the 
United States. Does the profit income count us Indian 

or US income and output? Consider also a Russian 
Worker who lives and works in Spain, and sends a large 
part of her income to her family in Russia, Her output 

îs produced in Spain, but the income she sends home is 
Russian income; should this income count as Russia's or 
Spain's income and ouput 


‘The concepts ‘domestic’ and ‘national’ are used to 
distinguish between measures of aggregate output and 
income that deal with this issue. The term domestic” 

in "gross domestic product? means that output has 
been produced by factors of production domestically, 
ox within the country regardless of who owns them 
(residents or foreigners) The term ‘national is used in 
another measure of aggregate output known as gros 
‘ational income (GNI). The term "national in GNI 
means that the income it measures is the income of the 
country's residents, regardless where this income comes 
from. 


In the first example above, the profit income remitted 
to the United States is included in Indian GDP because 
it is created by production in India, but it is part of 

US GNI because it is income received by US residents 
The Russian worker's output in Spain is included in 
Spain's GDP, but tier income sent to Russia is part of 


GDP i the total value of all final goods and 
žarvices produced within a country over a time 
period (usually a year), regardless who owns the 
factors of production. GNI is he total income 


received by the residents of a country, equal 
to the value of all final goods and services 
produced by the factors of production supplied 
by the country's residents regardless where the 
factors are located, 


We will discuss GDP and GNI further in Chapter 18 
H may interest you to ra to Table 18.2 to see some 
international comparisons 
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Distinction between nominal values and 
real values 


Earlier we noted that in macroeconomics we measure 
output in valve terms, and we defined "value to be the 
quantity of a good multiplied by its price. Nominal 
‘value is moucy value, or value measured in terms 
of prices that prevail at the time of measurement, 
For example if a pair of shoes costs £100, this is its 
'ominal value I you buy this pair of shoes, £100 
Your nominal expenditure on these shoes. If your 
monthly income is £2000, this is your nomin! income. 
Therefore, when we calculate the value of aggregate 
output, or expenditure, or income, in money terms, 
we speak of nominal GDP, nomina! GNI, nominal 
expenditure, nc. 


Yet pres change overtime, il this poses a 
measurement problem, Lot's say that nominal GDP 
increases in a year. This nicrease may be due to changes 
in the quantities of output produced, or changes in the 
prices of goods au services, or a combination of both. 
We do not know what part of the increase is due to 
changes in output and what part to changes in prices 
‘Yet we ars interested in knowing how much the quantity 
of goods and services has increased, We must therefore 
find » measure of GDP that is not influenced by price 
changes 


“To climinate the influence of changing prices on the 
value of output, we must calculate eal values Rea value 
is a measure of value that takes into account changes in 
prices over ime. Meaningful comparisons over time in 
the value of output, or expendi; e, or income, or any 
variable that is measured in money terms, require the use 
of real values For example, wien we make comparisons. 
of GDP in a country over ‘ime, we must be sure to use 
real GDP values as these have eliminated the influence 
of price changes aod give us an indication of how actual 
‘output produced has changed, 


‘Nominal GDP and nominal GNI are measured 
in torm of current prices (prices at the time 

‘of measurement), which does not account 

for changes in prices, Real GDP and real GNI 
are measures of economic activity that have 
eliminated the influence of changes in prices. 
When a variable is being compared over time, it 
is important to use real values, 


Distinction between total and per 
capita values 


‘Per capita isa Latin expression that means per person. 
A por capita measure takes the total value (of output, 
income, expenditure, ete.) and divides this by the total 
population of a country. Therefore GDP per capia of 
a country is total GDP of that country divided by its 

population, 


"The distinction between total and per capita measures is 
very important for two reasons: 


‘+ Differing population sizes across countries Let's 
say there are two countries that have identical total 
GDPs of £10billion, Country A has à population. 
‘of 1 million people and country B has a population 
of 2 million psople If we divide total GDP by 
population we get GDP per capita of £10000 for 
‘country A and £5000 for country B. Whereas both 
countries have identical GDPs, country s per 

via GDP is only hal that of country A, because 

‘of differing population sizes 

‘+ Population growth. Changes in the size of GDP (or 
GNI) per capita over time depend very much on the 
relationship between growth in total GDP (or GNI) 
‘and growth in population In general, if total GDP 
increases faster than the population, then GDP per. 
capita increases, But if the country's population. 
increases faster than total GDP, then GDP per 
capita fall. 


Tatal measurer of he value of output end 
income (uch as GDP and GNI), provida a 
ummy statement oí tha vera ze of an 
sconomy Par capta furem uf 
Sir) menu the vnde of hing in 
A county, beeaue they provide an indcaon. 
tf how mucho toual oput or total income in 
the ecanomy eomesponds to aach parsan nthe 
population on average 


The meaning of real GDP/GNI per 
capita at purchasing power parity (PPP) 


In order to be able to make accurate comparisons of 
seal GDP/real GNI or eal GDP per capitateal GNI 
per capita across counties, we need to make another 
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distinction. The reason is that different countries have 
diferent price levels. This means that the same amount 
of money in a low-price country has greater purchasing. 
Power (can buy mor: things) than in a high-price 
country. 

Suppose a candy bar costs €3 in a high-price country and 
the same candy bar costs €1.50 in a low-price country, 
This means that the €3 you have in your pocket can 

buy one candy bar in the high-price country and ty 
«andy bars in the low-price country. Your €3 has greater 
purchasing power in the low-price country Purchasing 
power refers to the quantity of goods and services that 
Can be bought with money. Clearly if we de not take 
price level differences into account, we will not pet an 
accurate picture of differences across countries in the 
value of output they produce. 


We therefore need a method af currency conversions 
(changing the currency of one country into the currency. 
of another country) that accounts for different price 
levels, and therefore different purchasing powers across 
countries Such a method is provided by special exchange 
rutes called purchasing power parities (PPP). (You will 
learn about exchange rates in Chapter 16.) Purchasing. 
power parity livrally means "buying power equivalence’ 
is defined as the amount of a country’ currency that 

is ueeded to buy the same quantity of local goods an 
services that ean be bought with USSI in the United 
States. The use of PPPs to make comparisons of 
measure, whether GDP or GNI or anythin 
eliminates the inf 

makes comparisons across countries fur more accurate, 
(Use of the USS as the basis for the conversions is only 
‘matter of convention, ax other currencies would also 
huve been suitable for this purpose.) 


Purchasing power parities will be discussed further in 
Chapter 18. You may be interested o see Table 18.3, 
Which shows per capita GDP calculated both by use 
of standard exchange rutes (column 1) and by use of 
purchasing power parities (column 2) 


Comparisons of GDP per capita (or GNI per 
capita) across countries require measures of per 
capita output or income based on conversions 
of national currencies into US$ by use of 
purchasing power parities (PPPs), to eliminate 
the influence of price differences on the value of 
output ar income. 


Purchasing power parity exchange rates are computed 
and publish! on a regular basis by several international 
bodies including the Organisation for Economic 
(Co-operation and Development (OECD), European 
Union, the World Bank and United Nations agencies 


The meaning of gross in gross domestic 
product (Supplementary material) 


If you are interested in learning about the meaning 
of gross in grass domestic product you will find the 
explanation in the digitial coursebook, 


YOUR UNG 


Define GDP and GNI, and outline how 
they dior. 


bo Research and provide some examples. 
of countries where () GNI s likely to be. 
larger than GDP, and (i) GDP is likely to 
be larger than GNI 


2 Explain the difference between nominal 
GDP and real GDP (or nominal and real 
GNI. 


3 Outline why it is important to use real values 
when making comparisons over time. 


4 You ead in the newspaper that government 
spending on edu your country 
increased by 7% last year. Identify and. 


describe further information that could help 
you make sense of this figure. 


Citiine the difference between total 
GDP (or GNI) and per capita GDP 
(or GNI. 


b Explain why is it sometimes important 
to make a distinction between total 
measures and per capita measures of 
income and output, 


Explain why price changes over time 
pose a problem when we want to make 
comparisons of GDP (or any measure of 
output or income) over time. 


bo Outline why the use of purchasing 
power panties (PPPs) is necessary to 
ensure that comparisons of GDP or GNI 
figures across countries are meaningful 
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8.3 Calculetions based 
on national income 
accounting 


Calculating nominal GDP using 
the expenditure approach 


We have sen that the measurement of GDP using 

the expenditure approach involves adding up the four 
spending components: consumption (C) firm investment 
(), government spending (G) and exports minus imports 
(X — M) Therefore, GDP = C+ 1: GHY- AN). tis 
alio possible to calculate GDP using the income and 
‘output approaches but this i beyond the scope of TH 
requirements) 


Suppose we are piven the national income statistics for 
a country called Mountainland in Table 8.1 (Mal is 
Mountain'atd's national currency) 


Consumer spending na 
[investment spending az | 
[Government spending 3s 
Exports of goods and services 25 
Imports of goods and services — | 21 


Table 81: National income statistics for Mountainland, 
2019 (bilion Mn 


Using this inforzation, we find that nominal 
GDP - 113432435225-2 = 184 billon 

Mnl in 2019, Note that all these figures are in nominal 
eras, therefore, this value of GDP is a nomina value 


Calculating GNI 


‘The difference between GDP and GNI was explained 
earlier. Given data on GDP, we can lind GNI in the 
following way: we add to GDP the income of domestic 
residents eared abroad, and subtract from GDP the 
income paid abroad to foreigners. Therefore: 


GNI = GDP + income fous abroad ~ income sent abroad 
"Income from abroad - income sent abroad! can be 
simply written as net income from abroad. We therefore 
have: 


GNI 
[Note that in the United Kingdom and in some other 
countries, ‘net income from abroad!’ may be referred to as 
"net property income from abroad’. In the United States, 
itis sometimes referred to as net foreign factor income" 
or net factor income”. 


DP + net income from abroad 


For example, suppose in 2020, Riverlands GDP was 
$46 billion: income ened abroad an 

Riverland was 27 billi 

amd sent abroad was 47 billion. What was Riverland's 
ET 

Riverland ne income from abroad was 2.7 billion 
minis $4.7 billion = 52 billion. Therefore, 


2020 GNI = $46 billion -52 billion = $44 billion 
Note that this value of GNI is à nominal value, 


Calculating real GDP and real 
GNI using a price deflator 


Understanding the difference between 
nominal and real GDP 


"The distinction between nominal and real values was 
discussed above. We will now use a numerical example 

To show how rea! GDP can be calculated from nominal 
GDP. This is normally dene by statistical services in each, 
country and our example here s for illustration purposes 
only (you will not have to perform such calculations). 
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Table 82 assumes a simple economy producing three 
items (burgers, haircuts and tractors). Part (a) shows 
their quantities and prices for three years and the 
‘corresponding nowstval GDP. In 2001, 37 burgers selling 
at £3 cach made the total value of burgers £111; 15 
haircuts at £18 cach had a value of £270; and 10 tractors 
at £50 each made the total value of tractors £500. 
Adding up the three total values we find nominal GDP 
fof CI in 2001, The nominal GDP figures for 200% ond 
2005 are calculated in tbe same way. 


Part (bof Tle R2 show that to find real GDP ii 
only necessary to find the value af quantis produced 
in 2001, 2002 and 2003 using vhe me prices of a single 
pear, called have pear. Any year can be used as the 
tae year. m the able the base year 2001, To calculate 
seil GDP we simply multiply the quantities of output 
produced each year by 2001 prises, Notice that columns 
Stand 9 are identical. 


» Colculting norinal GOP 


For example, ia 2002, the 40 burgers are valued at the 
2001 burge: price of £3; the 17 haircuts are valued at 

the 2001 price of £18, and the 11 tractors are valued at 
"be 2001 price of £50, Adding up the resulting values 

fof the three items in column 7, we get a measure of real 
GDP of £976 in 2001 prices. Similarly, for 2003, the three 
quantities ane also valued at the 2001 prices. Therefore, 
meal GDP is a measure of output valued at constant 
(unchanging) prices 


Nominal GDP measures the value of current 
output valued at current prices, while real GDP 


measures the value of current output valued at 
constant (base year) prices. 


bo Calculating real GOP 


Burgers. 
Haircuts 
Tractors w | sso m feo | ewo | 1o | res | ceso 
Nominal £881 £10 £1223 
GDP 


Burgers E 

Haircuts :w [ere | ee | w | ew | ee | : | ee | ca 
Tractors 30 | sso | so | n [| sso | esso | 1o | mo | soo 
Real GOP {| eem £776 Er 


Table 82: Nominal and real GOP ina hypothetical economy 
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Examining the changes in resi GDP that occurred. 
between 2001 and 2001, we tind that eal GDP increased. 
from 2001 to 2002 (from £881 10 £976), but decreased 
between 2002 and 2003, falling from £976 to £941. Note 
that real GDP fe ın 2002-2003 even as nominal GDP 
increased over the same period; price increases caused 
nominal GDP to rise, while falling quantities meant that 
Teal GDP was falling. 

Note also that in the base year, 2001, nominal GDP is 
equal to real GDP; this is always so for the base year 
since real GDP is valued at base year prices 

When we refer to real GDP figures, we must aio refer to 
the specific base year used for the computation. In the 
example above, we say ‘in 2003 real GDP at 2001 prices 
was £941", The figure of £941 is otherwise meaningless, 
because if we had used a diferent base year, we would. 
huve arrived t completely dilferent figure for 2003 real 
GDP. Itis also meaningless to compare real GDP figures 
calculated on the basis oF different base years, 


Understanding how the GDP 
deflator is derived 


nthe real world, the above method of converting 
nina? values into real values is extremely lengthy and 
conaplicated, as there are hundreds of thousands of 
oducts whose values must be measured. However, isis 
ofa problem because economists use short-cut methods 
that take the form of price indices indice isthe plural of 
index) A price index is aà measure of average prices in one 
period relative to average prices in a base year. A price 


index commonly used to convert nominal GDP to real 
GDP is a price delator known as the GDP deflator 

GDP deflator = rti DP 

GDP deflator = me 100 


Statistical services derive the GDP deflator by wing 
the values of ponsinal and real GDP they have already 
calculated (by the method in Table 8.2} 


su 
iftnor i 2001 = Soto «1006. 
GDP fuor n 2001 = Egy 


GDP defla wm= Hee x 1007 118.8 
GDP defor a2 = 8. 100 = 


um 
GDP deflator in 2003 = S 1007 100 


‘These results are summarised in Table 8.3. Note that the 
GDP defiaor is 100.0 for 2001. The index number for 
‘the hase sear is ahvays equal to 100, for all indices. This 
oto: rom the equality of nominal and real GDP in 
2001, as we had selected 2001 to be the base ye 


2001 | te £881 1000. 
2002 | e140 1976 1188 
2003 | £1223 E 1300 


Table 8.3: Nominal and isal GOP 


Using the GDP deflator to calculate 
real GDP 


St atetical services in cach country regularly publish 
‘GDP deflators (and other price indices). Using this 
information, it is a simple matter for economists to 
calculate real GDP from nominal GDP: 


price ditor * 


For example, suppose we are given the following values 
of nominal GDP for à hypothetical Country X: 57850 
billion in 2001; $9287 billion in 2002; and $10732 bill 
in 2003, We are also given the GDP deflator in Table 8.3, 
and are asked to calculate real GDP: 


1850 


real GDP in 2001 = 255 x 100 = $7850 billion 


100 


mal GDP in 2002 


real GDP in 2003 = 10732 , jg 
[EI 
Note that an increasing GDP deflator indicates rising 
prices on average, while a decreasing GDP deflator 
indicates falling prices on average: Suppose we have the 
following price index representing the GDP deflator 


$8255 billion 


20) 


Copyright Material - Review Only - Not for Redistribution 


B. The leve! cf overall economic activity 


We can see that whereas prices on average increased in. 
the period 2004-2007, in 2008 hey fel, We can also see 
that the base year is 2006, Note that it is possible for 
some years to havea price index that is less than 100.0, 
which caeans simply that in those years, the average price 
evel was lower than in the base year, 


1 Calculate nominal GDP, given tha following 
information from the national accounts of 
Flatland for the year 2019 (all figures ar in lion 
Fil, the national curre1cy). Consumer spending 
= 125; goverment spending = 46; investment 
spending = 35: sports of goods and services = 
12; imports of goods and services = 17. 


2 Now suppose that prolis of foreign multinational 
‘corporations in Flatland and incomes of foreign 
workers in Flatland that were sent home in 2019 
‘were Fil 3 billion. The profits of Flatlands 
‘nultinational corporations abroad and incewne of 
Flatland workers abroad that were sent back to 
Flatland wore Fl 4.5 bilion. What was Fiatland's 
 GNlin 20197 


3^ You read in one source of information that real 
GDP in a hypothetical country in 2001 was $243 
‘bilion; in another source of information you read 
that wal GOP in 2002 was $277 bilon. State 
what information you need to be sure that the 
two figures can be ceropired with each other. 


4 You are given the information in the table on 
an imaginary country called Lakeland, 


‘Nominal 
GDP 199 207 | 21.9 | 22.4] 223 
(billion Lk) 


Price 985 |100.0|102.3]107.4| 103.7 
deflator 
(GDP 

deflator) 


Population | 120| 121 | 122 | 1.23 |127 
milion | 


Calculating per capita values 
Sg RS no niin i Coni X iom i 
—— 


real GDP per capita = 2533 


Note that real GNI per capita, or any other measure per 
‘pita is calculated in exactly the same way. 


c Identify the base year, 


Calculate el GOP for each of the five 
years in the table, 


c State which year real GDP is the same as 
‘nominal GOP. Outline why. 


12017-2018, nominal GOP increased, 
but real GDP fell (check that this is what 
your calculations show), Explain how this 
‘could have happened, 

^ In 2018-2019, nominal GOP fell, but real 
‘GOP increased (check that this is what 


your calculations show). Explain how this 
could have happened, 

4 Calculate real GOP p. 
the years 


9 In 2018-2019, real GDP increased but. 
real GOP per capita fll (check that this is 
what your calculations show). Explain how 
this could have happened. 
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8.4 The business cycle 


Understanding the 
business cycle 


The cyclical pattern and phases of 
the business cycle 


Whereas real output in most countries around the world 
row over long periods of time, output growth virtually 
tverywhere is uneven und irregular, In so 

wont) real output may grow rapidi, in oth 
months) more slowly, and in still others it may even fall, 
indicating negative growth. 


A business cycle is shown in Figure 23. which plots real 
GDP on the vertical axis, against tme on the horizontal 
axis GDP is measured in real terms, so that tbe vertical 
anis measures changes in the volume of output produced 
after the influence of priceevel changes has been 
eliminated. The cyclical ine shows actual ouput, or real 
GDP that is actually achieved over time. 


Business cycles consist of short-term fluctuations 
in the growth of real output, which are 
alternating periods of expansion (increasing real 
‘curput) and contraction (decreasing real output}. 


Each cycle consists of the following phases: 

* Expansion, An expansion occurs when theres positive 
growth in real GDP, shown by those parts of the curve 
în Figure 8.4 that slope upward, During expansions 
employment of resources increases and the general 
price level of the economy (which is an average over 


all prices) usually begins to rise more rapidly (this is 
know as inflation, to be discussed in Chapter 10, 

+ Penk, A peak represents the cycles maximum real 
‘GDP, and marks the end of the expansion. When 
the economy reaches a peak, unemployment of 
resources has fallen substantially, and the general 
price level may be rising quite rapidly; the economy 
is likely to be experiencing inflation, 

* Contraction Following the peak, the economy 
begins to experience falling eal GDP (negative 
growth), shown by the downwardesloping parts 
fof the curve, If the contraction lasts six months 
(two quarters) or more, it is termed a recession, 
characterised by fa real GDP and growing 
‘unemployment of resources, Increases in the price 
level may slow down a lot, and it is even possible 
"hat prices in some sectors may begin to fll. 

^ CTrondi A trough represents the cycles minimum 
level of GDP, or the end of the contraction. There 
‘may now be widespread unemployment, A trough is 
Followed by a new period of expansion (also known 
‘asa recovery), marking the beginning of à new cycle. 


"The term "business cycle" suggests à phenomenon that 
ix regular and predictable, whereas business cycles are in 
fact both irregular, as they do not occur at regular time 
intervals, and unpredictable, For these reasons, many 
economists prefer to call them short-term economic 
fluctuations’, 


While cach cycle typically lasts several years it it 
possible to generalise, ss there is wide variation in how. 
Tong the eyele lasts, as well as in intensity (how strong the 
expansion is and bow deep the contraction or recesso 

is). Expansions usually last longer than contractions. 
"These are tie reasons why the curve in Figure 8.3 has an 
irregular shape. 


Short-term fluctuations and the long- 
term growth trend or potential output 
"Ihe long-term growth trend and potential output 
Figure 8.3 shows a line going through the cyclical line; 
{this represents average growth over long periods of ime 
(many years) and is known as the long-term growth trend. 
The long-term growth trend shows how output grows 
over time when cyclical fuetuations are ironed out, As 
you can see in the figure, real GDP actually achieved 
fuctuates around potesial GDP Gt fluctuates around 
the long-term growth trend) 
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Figure 0.3: The business cycle 


The output represented by the long-term growth trend is 
known as potential output or potent GDP. To understand 
the meaning of potential output, we must examine the 
relationship between real GDP and unemployment, 


How unemployment rettes to actual and 
potential output 

When real GDP cites it does so together with other 
macroeconomie variables. One of the most important of 
these is unmpioyment of labour, or how many people 
in the workioee are out of work. When real GDP rows 
in the expansion phase, unemployment falls; in the 
contruction phase when real GDP falls, unemployment 
inerewex You can easly ee why: in an expansion, ral 
GDP increases because firms produce more outpu': to 
do this, they hire more labour (and other esovices and 
unemployment falls. In a contraction, reat CDP falls 
because firms cut back on production: as they lay off 
worker unemployment increases 


For every economy, there is a level of real GDP at which 
the economy experiences ull employment. This is 
known as the full employeseni level of output, or full 
employment level of rea! GDP. The term full employment 
does not mean that Ali resources, including all labour. 
resources, are employed to the greatest estent possible. 
Whenever the conomy produces its Tull employment 
level of ouipu'" there is still some unemployment, known 
as the ‘natural rate of unemployment. 


“This is because at any time, there are some people who 
are in between jobs, some who are moving fom one 
yeoarapical area to nother, some people who are training 
or retraining to be able to get a new or better job, and some 
people who are temporarily out of work. Therefore, there 
are always some people who are unemployed 


Coming back to potential output (shown by the long- 
term growth trend), we can now say that this is the level 
of output produced when thers is Tall employment, 
meaning that unemploysent is equal to the natural 


rate of unempleyment. But when actual GDP is greater 
than potential GDP, unemployment is lower than the 
natural sste; when actual GDP is les than potential 
GDP, employment is greater than the natural rate 


Cyclical fluctuations, potential output and 
output gaps 

Figure 84 introduces another concept related to the. 
business cycle. When actual GDP lies above potential 
GDP (as at point d), or below potential GDP (as at 
point e), there results a GDP gup, also known as an 
output gap. The output pap s simply actual GDP minus 
potential GDP, and may be positive or negative. When 
actual GDP is equal to potential GDP (as at points a, b 
©) the output gap is equal to zero, 

‘The usefulness of these concepts will become apparent 


in later chapter? when we make use of them to analyse 
short-term scoaomie fluctuations and long-term growth, 


Figuro 8.4 shows that actual GDP fluctuates 
around full employment GDP, also known as 
potential GOP. When the economy's actual 
GDP is at points such as a, b and c, actual 
GOP is equal to potential 

‘economy is achieving full employment, where 
unemployment is equal to tho natural rate 

‘of unemployment. When the economy's 

actual GDP is greater than potential GDP, 

Such as at point d, there is an output gap, and 
unemployment falls vo less than the natural rato, 
Whon actual GDP is less than potential GOP, 
such as at point v, there is an output gap where 
unemployment is greater than the natural rate. 
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Fig lustin actual output, potential output and 
unemployment isthe business cycle 
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Why we study the business cycle. 

1n an ideal world, every economy would experience 
economic growth over long periods of time, with 
continuous low lois of unemployment and a stable 
or gently rising price level (low inflation). Rapid 
‘economic growth, full employment, and price stability 
are among the key macroeconomic objectives of 
economies. Figure 8,5 illustrates these objectives in 
terms of the business cycle, 


Using the business cycle, we can understand. 
‘macroeconomic objectives to include 


* Reducing the intensity of expansions and 
contractions: this is aimed at making output 
‘gaps as small as possible (he dotted Ine 
in Figure 8 Sa), by ‘isitening the cyclical 
curve, This weuld lessen the problems of 
rising price leves or inflation in expansions 
and unemployment in contractions 


+ Increasing the st of the line 


pn 


representing potential output (the dotted 
line in Figure 8.5(b), by achieving more 
rapid economic growth over long periods 
of time. 


1 Using the business cycle diagram, distinguish 
between short-term fluctuations and the long- 
torm growth trend. 


2 Using a diagram: 
a idantly the ph 


^ of the business cycle, 


b describe how they relate to 
unemployment, and 


& distinguish between actual and potential 
output. 


3 Reducing the intensity of economic fluctuations: 
achieving price stabilty and full employment 
reat GDP, 


Time ews) 


b Economic growth 


maico 


maya 
5: Mustrating thre 


In the next chapter we will develop analytical tools to 
help us understand the causes of the business cyele, 
and in Chapter 13 we will study government policies 
intended to achieve full employment, price stability and 
economic growth, 


3 Describe how the ‘natural rat 
unemployment relates to the ‘ull employment 
level of output’ and to 'potential output, 


egest what an economy's business cycle is 
‘experiencing when there is 


| GDP line, and 


a a horizontal potent 
b a downward-slaping potential GDP line. 


5 Use a business cycle diagram to describe 
Three important macroeconomic objectives. 
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The business cycio, actual output and potential output: using variables that cannot be observed 
We have seen in cur discussion of the business cycle (see Figure 8.4) that economists are concerned with 
two representations of output growth: growth of actual output and growth of potential output. Growth of 
actual output is straightforward to measure and show graphically; it consists of real GDP (or GNI calculated 
or each year, and plotted on the vertical axis against ume measured on the horizontal axis. When such 
dai» are plotted for any country over long periods of time, a cyclical pattern is likely to emerge (though an 
regular ono, for reasons explained in the text), known as the business cycle, or short-term fluctuations, 
Therefore, the empirical evidence supporte the existence of a business cycle. 


The case of potential output is differant Potential output is defined as full employment output, where 
unemployment is equal to the natural rate of unemployment, and its growth is shown by the long-term 
growth trend. However, for any particular economy, for any particular year, no one really knows what 
potential output is; nor does onyone know what the natural rate of unemployment is, Economists do 
not have any variable called ‘potential output’ or "natural rate of unemployment that they can obs 

in the real world and measure, Of course, economists make efforts to estimate the value of potential 
output (and the natural rate of unemployment), and to estimate how potential output changes over 
time, This then raises the question, does potential output actually exist, in the way that actual output 
can be said to exis, or is ita mythical idea that economists havo created to help with their analysis of 
the macro economy? 


Its not possible to provide a definite answer to this question; since potential output cannot be observed 
or measured, we cannot know if it exists, However, whan theorising, there is nothing wrong with assuming 
the existence of something that cannot be directly observed; in other words, something whose existence 
vo supported by direct evidence, (Note that this is very diferent from making unrealistic assumptions, 
winch conflict with the real world.) Physicists do this sometimes, with success, For example, to explain 
tomi level (within atom 

though there was no direct evidence that auch a pa id This fictional particle was 
a neutrino, and 20 years later tho neutrino was experimentally detected. 


Sometimes, the unobserved variable may be supported by indirect evidence for 


'eultino, its existence was inferred from 
indirect evidence. (Note, however, that inference is not a full-proof method to arrive at conclusions 
about something, and may lead to wrong conclusions. For example, it may be true that if X exi 
then Y also exists: but this does not neces i that if Y exists, then X exists, To understand why, 
suppose that X = it is raining and Y = ing), then Y is true (it is cloudy). 
But if Y is true (t is cloudy), X (it is ra 


ing) is not necessarily true.) 


Some ecorumists argue that the existence of potential output is supported by indirect evidence, 
which may be helpful in making estimates about its size. Estimates of potential output can be useful to 
economists concerned with economic policy, 


Thinking points 

‘© Can you think of ather variables used by economists that are not directly observable or measurable? 

* ^ Da you think the inability to observe some variables makes the social scientific method less "scientific? 

+ What kinds of difficulties might be created for policy-makers who use the concept of ‘patential output’ 
to determine appropriato policies for the economy? 
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8.5 National income 
statistics and 
alternative measures 


Evaluating national income 
statistics 


When real per capita GDP or real per capta GNI of a. 
country increase over xc, we might expect that the 
population of this country improves economic well-being, 
Alternatively, if GDP per capita or GNI per capita in 

one country i higher than in another country, we might 
expect tha the first country enjoys a higher economic 
well-being. But would these conclusions be valid? 


The sucer i that we cannot be sure, There are te 
reasons why this is so. One is that national income 
statistics (or statistical data used to measure national 
come and output and other measures of economie 
performance) do not accurately measure the true value 
ff output produced in an economy. The other is that 
economic well-being is closely related 1 a variety of 
factors that GDP and GNI are unable to account for, As 
a result, per capita figures of both GDP and GNI may 
be misleading when used to make comparisons over time 


or comparisons between countries and when used as the 
basis for economic well-being conclusions 


Why national income statistics (GDP/ 
GNI) do not accurately measure the 
"true' value of output 


+ GDP and GNI do not include non-marketed output. 
GDP measures the value of goods and services that 
are traded in the marketplace and that generate 
incomes for the factors of production. Yet some 
‘output of goods and services is not sold in the 
‘market and does not generate 
is called "non-marksted output. An. 
onc own work on repairing and improving one's 
home; if the home repairs were carried out by hired 
workers, GDP would be greater by the amount of 
their apes In developing countries houscholds are 
often quite self-suficient, with a substantial portion. 
‘of production, such as agricultural production, 
taking place for a household's own use and 
consumption, and never reaching the marketplace. 
Non-marketed output therefore s likely to be 
greater in developing countries compared to more 
developed ones. Many countries attempt to arrive at 
un estimate of non-marketed output, and by ad 
this to figures on marketed output arrive at a c 
approximation of true! GDP/GNI. 

+ GDP and GNI do not include output sold in 
underground (parallel) markets, Here we have the 
case where goods are traded in markets and do 
enerate incomes, but they go unrecorded an 
therefore are net included in GDPIGNL An 
‘underground market (also known as a "parallel 
or an informal market) exists whenever a buying! 
sell transaction is unrecorded. It may involve the 
sale of legal goods and services, such as reselling 
a good at a higher price if there is a price ceiling 
(see Chapter 4): or when a plumber does repairs in 
your home and does not report the income received 
To avoid paying taxes. Alternatively, it may include 
transactions involving illegal goods and services| 
(such as drugs). In these cases as well, estimates of 
the size of underground markets can be made, and 
when added to the official (or recorded) economy, 
can arrive at a closer approximation of rue" GDP 
and GNI. 

+ GDP and GNI do not take into account quality 
{improvements in goods and services, The quality 
of many products improves over time, yet this is 
not taken isto account in calculating the value of 
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total output Technological advances often permit 
improved products to he sold at lower prices (for 
example, mobil phones and computes) This 
proces oes significant benefits to consumen, 
which do sot show upin GDP and GNI figures 
+ GDP and GNI do not account for the value of 
negativ externalities, such a pollution, toxic wastes 
td other undesirable by-products of production. 
Virtually ll countries contribute to environmental 
degradation, reducing society well-being, though 
this is not rellected in GDPIGNI figures 
* GDP and GNI do not take into accou the depletion 
of natural resources The depletion of natural 
resourves (rainforests, wildlife, agricultural soils, 
etc) alo reduces society's well-being, yet is not 
taken into consideration. 
^ GDP and GNI and dif /ng domestie price levels. 
Goods and services otten sel for very different 
es in different counties, If international 
comparisons of GDP do not account for differing 
rice levels eros countries, the result is a highly 
"ileodin picture of standards of living in different 
counties This problem can be efetivly dealt 
Wil if we convert values of GDP and GNI of 
ierent countries into a single common currency 
by use of purcharine power parities that take i» 
consideration the differing price levels Purchasing 
power parities were discused above 


Why measures of the value of output 
(GDP/GNI) cannot accurately measure 
economic well-being 


* GDP und GNI make no distinctions about U 
composition of output. Whether a country produces 
military goods (weapons, guns, tanks, etc.) or merit 
goods (education, health care, clean water supplies, 
and other services) or any other type of goods, 

GDP and GNI include the value of all without 
any distiactions about the degree to which they 
contribute to standards of living. One country 
may have a lower per capita GDP than anothe: 
Put higher levels of social services and merit 
goods provision than the other. Which has higher 
standards of living? The GDP and GNI measures 
are unable to provide an indication. 

* GDP and GNI cannot reflect achievements in levels 
of education, health and fe expoctaney. A society's 
levels of health and education contribute significantly 
to standards of living. Countries may achieve higher 
or lower levels of health and education with a given 


amount of GDPIGNI per capita, but these remain 
unaccounted for in measures of GDP and GNI 
Increased life expectancy (the number of years one 
can expect to live, on average is another benefit of 
technological improvements, improved health and 
higher income levels that has contributed enormously 
oa higher standard of living, but is not accounted 
for in GDP and GNI figures 

‘+ GDP and GNI provide no information on the 
distribution of income and output. How equally 
‘or unequally income and output are distributed 
is another factor underlying society's well-being. 
Arc the wealth and income of a nation highly 
concentrated in relntively few hands while large 
portions of the population are unable to satisfy 
"heir basie nseds or are these relatively more equally 
distributed? Are the benefits of a growing GDP 
‘concent among a small group of beneficiaries, 
or are they widely distributed? Are inequalities 
increasing or decreasing? Measures of GDP or GNI 
per capita cannot address any of these questions, as 
"hey only provide an indication of average ouipur or 
‘average income per person, 

+ GDP and GNI do ot take into account increased. 

leisure, In many countries around the world the 

average number of hours worked per week has 
declined significantly, with the number of hours of 
leisure correspondingly increasing. This contributes 
o society's standard of living, yet i not accounted 
for in GDP or GNI 

* GDP and GNI do v0 account for quality of life 
factors, A soristy well-being depends upon à 
number of non-sconomic factors, such as the crime 
ril, a sens of security and peace arising from 
relations with other countries, well-functioning 
institutions stress levels from working conditions, 
insecurities arising from uncertainties relating to one 
job the degree o political freedom, and many others, 
GDP and GNI cannot account for any of these, 


National income measures and 
comparisons of economic well-being 
over time and between countries 
Comparisons over time 

in the chapter we saw that to make comparisons 
aver time, we ms use niul mies of income and output 
teases heh tae ita account changes in the 
pric levei over ime, Yet even when using rel values 
income and output, it i clear from the discusion 
Shove that comparisons of real GDPIGNI over time 
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may be misleading, An increase in real GDP of some 
percentage for a particular country may overestimate 
or underestimate the true change in the population 
economic well-being because of such factors as improved. 
product quality: improvements in health and education, 
increased leisure, improvements (or deterioration) in 
quality of ife factors, possible changes in the value of 
non-marketed output, or in the size of underground 
markets, and so on. 


Comparisons between countries 

Both the inability of GDP/GNI to measure the true. 
value of output, and the exclusion of many factors that 
contribute to economic well-being, similarly contribute to 
limiting the validity of international comparisons by use 
of these measures. For example, one country may have 

a high level of GDP per cupit, Which is concentrated 
mong a small percentage of the population, while 
another may have a lower lvl of GDP per capita, which 
is more equally distributed, A comparison of GDP/GNI 
figures will ot revest any information on this point, as 
Well as on the eter points listed above, 


Explain some reasons why national income 
statisties do not measure the ‘tue! value of 
income and output. 


Explain some reasons why GDP par capita 
or GNI per capita may be inapeopria 
the basis for making comparisons of a 
‘population's economic well-being over time, 
isons between count 


Alternative measures of 
well-being 


In response to growing concerns that national income 
accounting measures such as GDP and GNI do not 
accuritly elect economic well-being, several alternative 
measures have been developed that try lo capture mere 
factors that affect well-being and quality of life. 


OECD Better Life Index 


The Organisation of Economie Co-operation and 
Development (OECD) is an nterpevernmental 
organisation established in 1961, consisting of 


36 member countries as of 2020, Most of the members 
are economically more developed countries. Its main 
purpose to provide a forum for member countries to 
discuss common problems and policies and to promote 
policies that will encourage economic well-being. 


The OECD has developed the OECD Better Life Index 
‘that is based on a number of factors that the member 
countries themselves selected as factors that make a 
better life, The purpose of this measure is to provide a 
more accurate representation of well-being and to form 
the basis of polices intended to improve the quality of 
life and well-being more generally. As the OECD notes 


‘Societal progress ix about provements in the 
well-being of people und household sessing such 
progress reques Looking not only at the functioning 
f Ihe comm: system but o at the diverse 
experiences and ving conditions of people” 


Figure 8.4 shows that according to the OECD there 
are two groups of factors that determine well-being in 

the present quality of life which is measured in eight 
dimensions or indicators, and material conditions which 
are measured in three. Both quality of life factors and 
‘material conditions depend on four types of capital in the 
future, Natural capital refers to environmental resources; 
human capital refers to levels of education, skills and. 
health; economie capital refers to money and wealth; and 
social capital refers to networks of people with shared 
values and understandings that facilitate co-operation, 
These four types of capita ensure that there will be 
sufficient resources in the future in order for a society to 
be able to maintain the well-being of its population, 
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Figure 8. 
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ECD framework for measuring well-being and 
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Using the eleven indicators shown in Figure 86, the OECD 
constructs an index that rai the countries according to 
their performance. Eri: year since 2011 it publishes the 
rankings of the couaices and in addition shows how each 
country fares wis respect to each of the eleven dimensions 


The OECD Better Life Indes is still under development 
as different dimensions are sometimes added or taken 
out, For example it has been criticised for not taking 
equity factors into consideration. At the time of waiting 
{ue OECD is working on how to incorporate equity 

into its Index. In addition it is likely that the Idex 
suffers from dilliciltcs in measurement of several of its 
dimensions, which may make the validity of comparisons 
across countries somewhat questionable, 


Happiness Index 


"The Happiness Index bogan to be compiled in 2012 by 
the United Nations Sustainable Development Network. 
‘This is an organisation focused on gathering scientific 
and technological knowledge to encourage policies for 
sustainable development, including implementation of 
the Sustainable Development Goals (see Chapter 1) and. 
the Paris Chiate Agreement (sce Chapter 5), The goal 
is to address the interdependent economic, social and 
environmental challenges faced by the world. In 2019 the 
Happiness Index included 156 countries. 


The Happiness Index is based on the following dimeasions: 


^ rel GDP per copita 
social support 

+ healthy life expectancy 

^ freedom to make life choices 

^ generosity 

^ perceptions of corruption, 

Data from all the participating countries are compiled 
from the Gallup World Poll which collects statisti 
bused on telephone surveys in countries around the 
world on numerous topics like well-being, employment, 
access to food and many more. The World Happiness 
‘Repo ranks counties according to the ‘happiness 

of thie populations In 2019, 156 countries were 
included. In addition, in 2018, countries were ranked 
by the happiness of their immigrants The Report gives 
cach country a rank from one to ten for each of the 
dimensions above, with ten being the best and one the 
worst. The countries are also given an overall rank. 
summarising their performance in al! the dimensions, 


The results are published each year in The World Happiness 
Report. Iu addition lo presenting the country rankings, the 
report each year focuses on a theme topic and its relation 
o hupjyaess In 2009, for example, it was happiness and. 
conimunity, in 2018 i was migration and happiness, and in 
2017 it was the social foundations of happiness, 


‘The Happiness Index has been criticised for limitations 
of some of the data and variable it uses, and in addition 
for being based on the concept of happiness. Happiness 
is very dificult to quantity and to measure. Happiness 
clearly means diferent things to different people, and 
its meaning varies across cultures, possibly making its 
rankings less reliable for comparisons across countries. 


Happy Planet index 
The Happy Planet index (HPI) was developed by the 
New Economici Foundation (NEP), a British non- 
sovemmestai organisation (NGO, se Chapter 20 
devoto exploring mew economie models based on 
equality, diversity and economic stability’, 
1 2006, the NEF launched the Happy Planet Index (HPI) 
Yo challenge the iden that growth of GDP should be the 
most important goal of economic policy. I is argued that 
‘Prole vote for political panties that they perceive 
to be most capable of dering a strong cwn 
ta policy makers priorite policies hare 
GDP a a reni, Doing so has led to chattel 
deteriorating xacial conditions. and paralyats in the 


face of climate change 


In fact, GDP growth on ite ovn does not mean a 
better life for everyone; particularly in countries that 
‘are re wealthy: Hey not reflect inequality m 
materi conditions between people in a country [t 
‘does nut properly value the things that really matter to 
people libe social relations, health, or how they spend 
their free time. And erucially, exer-mane ecunanuic 
c i coapatile wth De planetary Hee se 
against Lenplasis original * 
"The Happy Planet Index i intended to be a measure of 
sustainable well-being. I takes into consideration life 
expectancy, how people fel about their own personal 
Well-being, which are adjusted for inequalities and. 
ecological footprint, I is calculated in the following way: 
lie expectancy x well-being 
inequality of outcomes 
scological footprint 


Happy Planet Index (HPI) 


“hp //happyelanetinden crab 
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© Life expectancy is the average number of years a 
person expect to live, usd on United Nations data, 

* Well-being is tiken to be a population's satisfaction 
measured by data collected by the Gallup World Poll 

f Inequality f outcomes refers to inequalities between 
people with regard to life expectancy and well- 
being. Average well-being and life expectancy are 
adjusted downward to take into account inequalities 
Ja these dimensions 

* Ecological footprint is the impact on the environment 
of each individual in a society on average. Tris 
measured as the amount of land needed o provide 
for all their requirements and the amount of land 
needed to absorb their CO, emissions The higher 
the ecological footprint, the lower the HPI, 

The HPI is calculated for 140-150 countries, depending 

on data availability, Each country receives a score from 

(040-100, the highest being ihe best. 

Note that the Happy Planet Index and the Happiness 

Index refer to very different ideas The Happiness Index. 


‘Tho GDP concopt 


GOP as a concept was developed in the United St 
Prize winning economist Simon Kuznets 


After the Second World War, it bocar the main metric for measuring the size of a country’s economy, its 
purpose being to measure the econemy’ ability to produce. However, since then, t has become a guide to 
spuets of the economy, including inflation, unemployment, taxes, international 
in indicator af development, well-being and geopolitical 
fone of the greatest inventions of the twentieth century 


policies to deal with numerous 
trade and much more, In add tcn, itis used. 
strength. The US Commerce Department refers to it 


Yot Kuznets had warned about the limitations of the GDP concept: 


"The valuable capacity of the human mind to simplify a coruplex situation in a compact characterisation 
becomes dangerous when not controlled in terms of dofiitely stated criteria 

Economie welfare cannot be adequately measured unless the personal distribution of income is known 
The welfare of a nation can, therefore, scarcely be inferred from a measurement of national income as 


defined above," 


in 1934 (during the Great Depression) by US Nobel 


is concerned with personal happiness while the Happy 
Planet Index is concerned with happiness of the planet 
‘The Happy Planet Index is therefore much more of a 
measure of sustainability and how well resources can 
supporta populations wellbeing. 


"The Happy Planet Index has been criticised for its 
measure of well-being, and it is also argued that 
the ecological footprint on which it is based is 

controversial concept. 


Explain three alternative methods to. 
measure well-being that have been put 
forward by various organisations. 


2 In each of these cases, identify the factors 
that maka them superior to standard 
national income statistics as a possible basis 
for comparisons over time or comparisons 
between countries. 


1 Simon Kusnets, Une and Abuses of National Income Measurement, Report to the US Congress, 1934 
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B. The level cf overall economic activity 


‘Distinctions must be kept in mind between quantity and quality of growth, between costs and returns, and 
between the short and long run. Goals for more growth should specify mare growth of what and for what." 


Much more recently Joseph Stiglitz, another US Nobel Prize winning economist wrote the following 


‘GDP is not a good measure of well-being, What we measure affects what we do: if we measure the 
wrong thing, we will do the wrong thing. if we focus only on material well-being — on, say, the production 
of goods, rather than on health, education, and the environment - we become distorted in the same way 
that these measures are distorted; wo become more materialistic.” 


in fact GDP is a materialistic concept, ccording to which the overriding goal of any economy is greater 
production, without any regard a: to whether It makes people better of, Yet in spit» of ts Imitations, it is an 
attractive metric, because it snot political, and as a result, it allows govemmsni: and politicians to pursue 
it without having to resort to dificult questions about what ought to be society goals. Everyone wants 
more output rather than loss output, therefore pursuit of more output dees not raise political or ideological 
objections. On the other and, pursuit of greater income equality, environmental sustainability and more 
provision of merit goods including education and health care aro poiiveally highly controversial issues 


I society wants to pursue gre 
that includes measures of inequ 
a measure cf woll 


Sources: lorum org, 


Thinking points. 


‘+ Explain what Stiglitz means when he writes, What we me 
wrong thing, we vil do the wrong thing. 


ure affects what we do: if we measure the. 


+ Asie know! economists tend to avoid normative issues in their thinking. To what extent do you 
think thie is because value judgements should be kept «sparate from economic analysis? Do value 
judgements somehow ‘contaminate’ the impartial handling of economic facts and data 


emer Kusnets, How To Judge Cnty’ The New Repub, 20 October 201962 
"ipe va thoguardin con une 20Vdec/O ds welling hedth-edcationanvearmentoseph-atight 
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The following questions wil help you reflect on your learning anc enhance your understanding of key 
topics in this chapter. They are suggestions for inquiries that you can undertake on your own or in groups 
in order to revise the learning objectives of this chapter. 


1 Research GNI and GDP for various countries until you find a country with a large difference between 
the two values. Investigate to find what accounts for the difference, 


Select five or more OECD countries you are interested in, research and find their real GDP or GNI per 
capita in SPPP, and rank them from highest to lowest. Find the corresponding countries in the OECD 

Better Life Index and rank these ton from highest to lowest. Compare your two rankings in order 

to sco the extent to which they diffe. Examine each of the dimensions in order to suggest possibl 
factors that might account for the differences between your GDP/GNI ranks and the OECD Better 
Index ranks 


3. Select five or more countries that appear in the Happiness Index and Happy Planet Index. Find their 
real GNI or GDP per capita in $PPP and rank them from highest te lowest. Find the corresponding 
‘countries in the Happiness Index and Happy Planet Index and rank these too from highest to lowest. 
You should now have three sets of ranks for your group of counties. Compare these three sets with 
‘each other in order to see the extent to which they differ, Suggest possible reasons why the rankings 
might diftar from each other. 


ifo 


EXAM STYLE QUESTION: 


E 


Lu  — ees  ——SSSSSS 
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In tho previous chapter you learned what ‘growth’ is and that there are short-term fluctuations and a 


long-term trand in growth. 
1) What kinds of economic activities do you think cause short-term fluctuations in growth? 
changes to the long-term growth trend? 


ie activities do you think ca 


2 What kinds of econ 
supply (40-48) model 


output Guetuations, 


To this chapter we will 
of the macroccono 


changes in the prie level and unemployment, and economic growth 


7 iy, China. Workers at a fact as 
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9.1 Aggregate demand 
(AD) and the aggregate 
demand curve 


LEARNING OBJECTIVE: 


iw 


Explaining aggregate demand 
and the aggregate demand curve 
The meaning of aggregate demand and 
the aggregate demand curve 


Aggregate demandis the total quantity of aggregate 
(total) output, or real GDP, that all buyers in an 


economy want to buy at different possible price 
levels, ceseris paribus. The aggregate demand (AD) 
curve shows the relationship between the aggregate 
oviput buyers want to buy, or real GDP demanded, 
and the economy's price level, ceteris paribus, 

Figure 9.1(a) presents an aggregate demand curve 

The horizontal axis measures aggregate output, or real 
GDP, and the vertical axis measures the general price 
Tevel in the economy, which isan average over the prices 
of all goods and ser 


Aggregate demand is not just the demand of all 
consumers, as one might think from the study of 
microeconomics, It consitts of all the components of 
egregate expenditure that we studied in Chapter S 
ion 8.2: 


^ the demand of consumers (C) 
^ tbe demand of businesses (firms) () 
^ the demand of government (G) 


oc demand of foreigners for exports (X) minus the 
demand for imports (M) (= M or net exports) 


1 
& 
"aD 
x ral GOP 
b Shifts in the aggregate demand curve 


AD, AD, AD; 


M real GOP 


Figure 9.1: The agaregate demand (AD) curve 
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9 Aggregate demand and aggregate supply 


Aggregate demand i: the total amount of 
real output (real COP) that consumers, firms, 
the government and foreigners want to buy 

at each possibie price level, over a particular 
time period The aggregate demand (AD) 
curve shows the relationship between the total 
amount of real output demanded by the four 
components and the economy's price level 
‘over a particular time period, It is downward- 
sloping, indicating a negative relationship 
between the price level and aggregate 

output demanded." 


The negative (downward) slope 
of the aggregate demand curve 
(Supplementary material) 

“Te reasons behind the downward slope of the 
aggregate demand sre very dierent rom demand in a 
Single market in microeconomics. I you are interested 
in discovering the reasons behind the shape of the 
aggregate demand curve you may read about itin the 
digital coursebook 


The determinants of 
aggregate demand (shifts 
in the AD curve) 


The meaning of aggregate 
demand curve shifts 


tis important to distinguish between movements along 
the aggregate demand curve, caused by changes in the 
price level, discussed above, and shifts of the aggregate 
demand curve, caused by the determinants of aggregate 
demand, to vici we turn next. (This is analogous to 
shifts of and movements along the demand curve in 
microeconomics.) Aggregate demand curve shifts are 
shown in Figure 9.10). 


A rightward shift from AD, to AD, means that 
aggregate demand increases: for any price 

level, a larger amount of real GDP is demanded. 
^ leftward shift from AD; to AD; means that 
aggregate demand decreases: or any price level, 
a smaller amount of real GDP is demanded. 


Since aggregate demand is composed of consumer 
spending (C), investment spending (), government 
spending (G), and net export spending (Y= Af), changes 
in aggregate demand and shifts in the aggregate demand 
curve can be caused by any factor that produces a change 
in one of these four components. 


Causes of changes in 
consumption spending 


© Changs in consumer confidence, Consumer. 
confidence is a measure of how optimistic 
consumers are about thelr future income and the 
future ofthe economy. IF consumers are optimistic 
ubout the future, they are likely to spend more on 
buying goods and services, and the AD curve shifts 
to the right. Low consumer confidence indicate 
expectations of falling incomes and worsening 
economie conditions, due to fears of cuts in wages 
‘or unemployment, causing decreases in spending, 
appearing as a lefiward sift of the AD curve. 
Governments around the world regularly measure 
consumer confidence (through surveys based on 
questionnaires of consumers) to try to predict the 
level of consumer spending. 

+ Changes in interest rates, Some consumer spending 
is finance! by borrowing, and so is influenced by 
interest rate changes, An increase in interest rates 
makes borrowing more expensive, resulting in 
Tower consumer spending, and therefore a leftward 
shift in the AD curve. A fall in interest rutes makes 
borrowing less expensive, and results in more 
consumer spending and a rightward shift in the AD 
curve: Interest rates can change as a result of a type 
of policy called monetary policy (see Chapter 13) 


"You may have noticed something odd aout the defnytion of aggregate demand In Chapter 8, Section 82 we defined GDP to be equal 
iospending by the faur campanents Ce «Ga 0t- M Now we ara saying lat aggregate demandi is also equalta C++ (CM. 
Yet aggregate demand a not he sarne ae GDP The explanation fora apparent addy on be found n the digital coursebook 


‘Undestanding aggregate need and the mulier terma othe Keyaedan rss 


Ael included as Supplementary material 
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^ Changes in wealth Weatti the value of assets 
that people own, such as savings in their bank 


accounts, houses stocks and bonds, jewellery, 
works of art und so on; minus debt to banks or 
other ficii institutions, An increase in consumer 
wealth (for example, an increase in the value of 
homes) makes people fel wealthier; therefore, they 
spend more and the AD curve shifts to the right. 

‘A decrease in wealth lowers aggregate demand, the 
AD curve shifts to the lef. 

* Changes in income taxes, Ifthe government increases 
income taxes (taxes paid by households on their 
incomes) then consumer disposue icone, which is 
the income left ovr after personal income taxes have. 
cen paid, falls; therefore, spending drops, and the 
AD curve shifts to the lef AF personal income taxes 
ore lowered, the result is higher disposable income 
and a rightward shift in the AD curve. Changes in 
axes are the result of a type of government policy 
calle “fiscal policy” (see Chapter 13). 

^ Changes in thee devel of household indebtedness, 
"Indebtedness refers to how much money people 
owe fiom borrowing in the past, If consumers 
have a high level of debt (such as credit card use 
or taking out loans), then they are under pressure 
To make high monthly payments to pay back their 
loans plus interest, and so are likely to cut back on 
their present expenditures. Therefore, a high level 
of indebtedness lowers consumption spending 
and shifts the AD curve to the left. A low level of 

ydebtedness increases consumption spending and 

shifts the AD curve to the right 

^ Expectations of fature price levels. Consumer 
spending may be influcnced by what they expect 
prices to be in the future. If they expect prices 
of goods and services to all they may postpone 
spending as they wait for prices to ll causing AD to 
decrease, «hiting AD to the eit On the other hand 
if they expect future prices to increase, they may buy 
more now in order to avoid the higher prices later, 
thus causing AD to increase shifting to the right 


Causes of changes in 

investment spending 

^ Changes in business confidence, Business confidence 
refers to how optimisti firms are about their 
future süles and economie activity: 1 businesses are 
optimistic, they spend more on svestment and the 
AD curve shifts to the right. Busines pessimism. on the 
Other hand, results in a leftward shift in the AD curve. 


^ Changes in interest rates, Increases in interest rates 
rais the cost of borrowing, and force businesses 10 
reduce investment spending financed by borrowing, 
axo therefore the AD curve shifts to the le. 
Decreases in interest rates mean businesses can now 
finance their investment spending by borrowing at 
a lower cost, and the AD curve shifts to the right. 
As noted above, interest rates change as a result of 
monetary policy (sce Chapter 13). 

^ Changes (improvements) in technology. 
Improvements in technology stimulate investment 
spending. thus causing increases in aggregate 
demand and a rightward shift in the 4D curve 

* Changes in business taes, Business taxes in this 
context refer to taxes on profits (also known 
ans corporate income taxes) IF the government 
increases taxes on profits of businesses (as part of its 
fiscal policy: see Chapter 13), firms after-tax profits 
fall; therefore, investment spending decreases and 
tHe AD curve shifts to the left. Decreases in taxes on 
profits result in increased aggregate demand and a 
rightward AD curve shi. 

+ The level of corporate indebtedness, As in the case 
of houschold indebtedness if businesses have high 
levels of debt due to past borrowing, they will 
be less willing to make investments and the AD 
curve shifts to the left, A low level of corporate 
indebtedness, on the other hand, leads to more 
investment and a rightward shift in the AD curve. 

^ LegaVinstitutional ehunges, Sometimes, the legal 
‘and institutional environment in which businesses 
"operate has au impact on investment spending. This 
is often the case in many developing economies 
Where laws and institutions do not favour small 
 busincssex For example, small businesses oftes 
do not have acces to credit, meaning they can 
borrow easily to finance investments Many 
developing economies do not have the necessary 
Taws that secure property rights (legal rights to 
ownership). In such situations, increasing acces to 
credit (the ability to borrow) and securing property 
rights would result in increases in investment 
spending. shifting the AD curve to the right 


ot 


Causes of changes in 

government spending 

Change in politi priorities, Governments have 
many expenditures, arising from provision of merit 
goods and pube goods, spending on subsidies 
and pensions, payments of wages and salaries o 
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9 Aggregate demand and aggregate supply 


its employees, purchases of goods for its own use, 
and so on. It may decide to increase or decrease its 
expenditures in response to changes in its priorities. 
Increased government spending shifts the AD curve 
to the right, and decreased government spending 
shifts it to the lf, 

^ Changes in economie priorities deliberate efforts to 
influence aggregate demand. The government can 
{se its own spending as part of a deliberate aterapi 
1o influence aggregate demand. The effects of such 
changes in government spending on aggre 
demand are exactly the same as above. This is 
another aspect of fiscal policy (10 be discussed in 
Chapter 13), 


Causes of changes in export spending 

minus import spending 

+ Changes in nations! income abroad. Consider 
aggregate dem in county A, Which has trade. 
Tinka with emay B. I country B's national income 
increases it vl import more good and services 
from couniry A, so that country A exports wil 
increase, Therefore the AD curve in country A 
it to the right. If, on the other hand, country R's 
tational income falls it wil buy eu from county 
A, and country AS AD cure shifts to the lef., 

+ Changes in exchange rates. An exchange ls the 
price af one countrys curren 
Country's currency (see Chapter 16), Consider agai 
Country A, and astume that the price of is currency 

ase becoming more expensive relative to 

the currency of country B County B now findi 
county As output more expensive, and vo it imports 
Tet from country A; therefore, counry AW espara 
fall, and its AD curve shifts to the eft At the same 
time, country A now find country B's output 
cheaper and ot increases its importa fom country 
B Therefore, the increase in price of country A 
currency has two effect a fall in is exports and an 
increase in impor so that net exports, X-— M, fall, 
and the AD curve shifts to the left, In the opposite 
Situation, were the price of county Ax currency 
decreases, an increase in export and a decease in 
import wil resul, so that Y- M increases abd 
country As AD curie dil to the right 

Changes trade policies, or the eel of trade 
protection. "Trade protection refers to restrictions 
{o free international trade often imposed by 


governments (see Chapter 14). Suppose country 
A trades freely with country B (with no trade 
restrictions). However, country B's government 
decides to impose restrictions on imports from 
country A. Country As exports will fall, and its 
AD curve will shift to the left. On the other hand, 
in country B, lower imports mean that the value 
of X- M increases, and its 4D curve shifts to 

the right 


"Table 9,1 summarises the factors that can cause shits of 
the aggregate demand curve. 


Changes in consumer spending, arising from: 
‘+ changes in consumer confidence 

‘+ changes in interest rates (monetary policy) 

* changes in wealth 

* changes in personal income taxes (fiscal policy) 
* changes in the level of household indebtedness 
+ expectations of futuro price levels 


Changes in investment spending, arising from: 
+ changes in business confidence 

+ changes in interest rates (monetary policy) 

^ changes (improvement) in technology 

+ changes in business taxes (fiscal policy) 

^ changes in tha laval of corporate indebtedness 
+ _ legal/institutional chang 


Changes in ovarnmant spending, arising from: 


‘+ changes in politcal prior 
* changes in economic priorities: deliberate 
efforts to influence aggregate demand 

(fiscal policy) 


Changes in foreigners! spending, arising from: 


‘+ changes in national income abroad 
+ changes in exchange rates 
changes in the level of trade protection. 


Table 9.1: Factors causing shifts ofthe aggregate 
demand curve 
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1 a Define aggregate demand and explain. 


‘each ol its four components, 


b Show aggregate demand diagrammatically 
and define the relationship it represents 


2 Using diagrams, distinguish between a 
movement along the AD curve and a shift cf the 
AD curve, and provide examples of the causes of 
‘each, Identify the four components of pending 
that cause shifts of the aggregate demand curve, 


3 Using diagrams, show the impact of each of 
the following on the aggregate demand curve; 
‘explain what happens to aggregate demand 
in each case; and identify the components) of 
aggregate exporcitire involved. 


^ Consumer confidence improves as 
consumers become optimistic about future 
‘econatnie conditions. 


b Tho government decides to increase tax 


‘on firms profits, 


© Firms become 
about to begin 


arul that a recession i 


d The government decides to incr 
spending on health care servi 


‘© There is a decine in the resl 
{average house prices fal). 


tate market 


The central bank (a government organisation] 
decides to increase interest rates 


9 There is an increase in the level of 
Indebtedness of consumers and firms. 


h Real incomes in countries that purchase 
a large share of country AS exports fall; 
‘examine the impact on aggregate demand 
in country A 


| The government lowers personal income 
taxes (taxes on income of households) 


j| Newk 


tion makes property rights 


There is an appreciation (an increase) in 
tha value of the euro relative to the US 
dollar; examine the impact on aggregate 
demand in euro zone countries (countries 
that use the euro) 


| There is an appreciation (an increase) in 

the value of the euro rolative to the US 
amine the impact on aggregate 
demand in the United States, 


m A non-governmental organisation (NGO) 
a programme providing credit 

vers, making It easier for small 
to berrov to finance the building 
of ligation projects. 


Shifts in the AD curve and 
national income 


Note that income is not included among the factors 
that can shift dhe 4D curve. The reason is that changes 
{in national income cannot initiate any AD curve shifts. 
"This follows from the point noted earlier that real 
GDP, measured on the horizontal axis, also represents 
national income, IL is not possible for any variable 
measured on either of the two axes to cause a shift 
‘of a curve (for an explanation, see the Quantitative 
techniques’ chapter in the digital coursebook}. 

(This point will become clearer when we discuss the 
Keynesian multiplier at HL; see Chapter 13). 


9.2 Short-run 
aggregate supply and 
short-run equilibrium 
in the AD-AS model 


Note to the reader: The order of some topics in this 
section of the IB syllabus has been changed in order to 
facilitate presentation of the material Specifically, short- 
run equilibrium is presented first, before consideration of 
‘Alternative views of aggregate supply (AS). 


"Nate thatthe doesnot contrat the abilty f changes in doposable (ar fer al income d i changes in tae to affect aggregate 


demand, Tha la bone chan 


et and dapcsibl come da nat affect rational income, ty spl ale a macie o] 


inccna om househelds ta he goverment National income remaina unchanged. 
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9 Aggregate demand and aggregate supply 


Whereas aggregate demand and the aggregate demand 
curve are straightforward and uncontroversial, 
‘aggregate supply is hotly debated by economists 
Most of the disagreements focus on the shape of the 
aggregate supply curve, We will study three aggregate 
supply curves 


Short-run aggregate supply 


The short run and long run in 
macroeconomics 


‘The short run and the long run in macroeconomics diller 
from the corresponding distinction im microeconomics. 
The short run n macroeconomics is the period of time 
When prices of resources are roughly constant or inflexible, 
in spite of changes in the price level; they do noi change 
together with changes in the price level. This applies 
especially to wages or the price of labour. Te ong run 

n macroeconomics is the period of time when the prices 


of all resources, including the price of labour (wages), are 
erable awd ange along with changes in the price lev 


Wages, or the price of labour resources, are of special 


because they account for the largest part of 
rms costs of production, and therefore strongly affect 
the quantity of output supplied by firms Wages do not 
change very much over relatively short periods of time. 
"The price of labour (wages) is often rigid (unchanging), 
because: 


^ labour contracts fix wage rates for certain periods of 
time, perhaps a year or two or more 


+ minimum wage legislation fixes the lowest legally 
permissible wage 

^o workers and Iaboor unions resist wage cuts 

+ wage cuts have negative effects on worker morale, 
causing firms to avoid them. 

"The distinction between the short run and the long run. 

in macrocconomics does not affect aggregate demand, 

boc very important for aggregate supply. 


Defining aggregate supply 
and the short-run aggregate 
supply curve 


We begin by defining aggregate supply and the short-run 
aggregate supply curve. 


Aggregate supply is tho total quantity of goods 
and services produced in an economy (real GDP) 
over a particular ime period at different price 
lew 


The short-run aggregate supply curve (SRAS) 
shows the relationship between the price 

level and the quantity of eal output (re 
GDP) produced by firms when resource prices 
(especialy wages) do not change. 


Figure 9.2a) illustrates a short-run aggregate supply 
curve, indicating that there is a positive (or direct) 
relationship between the price level and real GDP 
supplied: a higher price level is associated with a greater 
quantity of real GDP, and a lower price level with a 
Tower quantity of real GDP. 
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a Theupwardaloping SRAS curve 


i y 
A 
» real GDP 


b Shfisin the SRAS cuve. 


SRAS) spas, 


RAS, 


price level 


sal GOP 


Figura 8.2: The short-run aggregate supply curve (SRAS) 


Why the SRAS curve is upward-sioping 


‘The poritive relationship between the price level and 
real output (real GDP) relates to firm profitability: 
wher nerease in the price level, this means 
that output prices bave increased: but with unchanging 
resource prices (since the economy is in the short 
run), firms’ profits increase. As production becomes 
able, firms increase the quantity of output 
sultinio the positive relationship between 
the price level an the quantity of real GDP supplied. 
Similarly, a failing price level means falling output prices; 


with constant resource prices, firm profitability falls, and. 
output decreases 


Changes in short-run aggregate supply 
(shifts in the SRAS curve) 


A number of factors (other than the price levei) cause 
shifts of the SRAS curve, illustrated in Figure 9:20). 


This distinction is analogous to what we learned in 
Chapter 2i connection with shifts of and movements 
along the supply curve for a specific good, 


A rightward shift from SRAS; to SRAS means 
that short-run aggregate supply increases: 

for any particular price level, firms produce a 
larger quantity of real GDP. A leftward shift from 
SRAS, to SRAS; means that aggregate supply 
decreases: for any particular price level, firms 
produce a smaller quantity of real GOP. 


lude 


ÁO Changes in wagen iF ages increase, wth the price 
devel constant fim cots ol production rise, 
rendlng in a leftward shift in the SRAS curve, such 
as frora S248) to SRAS in Figure 9.20) M wages 
‘crean, with the price level constat, rms coss 
drop, giving rise to a rightward shift in the SRAS 
Curve, such as from SIS, 10 SIS; 

* Changes in non-labour resource prices. Changes in the 
price hoiour sous such as the prce of 
equipment capital goods land input and wo on 
fet the SRAS curve in te ame vay changes in 
Wages An cree inthe price of a roue shifu the 
SRAS curve to the left: a decrease si it to height 

+ Changes in indirect taxes, Indirect taxes were 
studied in Chapters 4 and $. They are rated by 
irmas like conis of production. Therefore, higher 
indirect uaes are like increases în production 
Cons and s shift the SRAS curve to the lel. 
Lower indirect tanes on roll are like lower 
production costs and uh the SRAS curve to the 
Pehi 

Chae inet offered to bse Subsidies 
hive the pppodi elect to tane as they involve 
money tranfer from the government to frma I 
they increase, he SIS curve shifts to the rights it 
they decrease, the SRAS curve shifu to the efl. 

^ Supply shacha, Supply shocks are events that 
have adde and strong impact on short-run 
aggregate supply ce ulo Chapter, Sertion 13) 
For example à war or violent confit ean result in 
destruction ot physical capital and diarupion of 
the economy, leading to lower output produced and 


Important factors that couse SRAS curve shits i 


"You may remember that in Chapters and 5 when we studied tanes anı 
chamara shit and an upward shita equivalent to a leftward shit These same relationships apply to 
agregate supply as well Ses Cuentaie techniques’ i the gal couscbock lar. 


owed shifts equilent t 


ides we tec he supply curve upward and onmia A 


zn) 
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9 Aggregate demand and aggregate supply 


a leftward shift in the SRAS curve. Unfavourable 
Weather conditions can cause a fall in agricultural 
‘output, also shifting the SRAS curve to the lef 
Beneficial supply shocks such as unusually good 
Weather conditions with a positive effect on 

aricciur output lead to an increase in aggregate 
supply and a rightward shift in the SRAS curve. 


Ovar short periods of time, the SRAS curve shifts 
to the left or to the right mainly as a result of 
factors that influence firms’ costs of production 
(such as changes in wages, changes Ir non- 
labour resource prices and changes in business 
taxes or subsidies, as well as supply shocks. 


3 a Define againgate supply. 


b Explain why the short-run aggregate 
supply curve is upward-sloping 


2 a Distinguish between the short run and. 
the long run in macroeconomics, 
1) What are some of tho factors that ea 
wages to be inflexible (not change very 
sily and rapidly)? 


3 a Show the short-run aggregate supply 
(SRAS) curve in a di d explain 
What relationship it re 


b Identify the factors that can caus 
movement along the SRAS curve. 


< Identify tha factors that cause shifts in 
the SRAS curve. 


4 Using diagrams, show the impact of each 
‘of the following on the SRAS curve; explain 
what happens to SRAS in each case, 


4 The price of ail (an important input in 
production) increases. 


b Belowzero temperatures destroy 
agricultural output. 


= The government lowers taxes en fem! profi 


d Thegovernment eliminates subsidies 
‘on agricultural produc's 


^ There is an increase in the minimum wage, 


Short-run equilibrium in 
the AD-AS model 


Illustrating short-run equilibrium 
We will now put the aggregate demand curve and the 
short-run aggregate supply curve together, to determine 
short-run macroeconomic equilibrium, 


In the AD-AS model, the equilibrium level 
of output occurs where aggregate demand 
Intersects aggregate supply. Short-run 
‘equilibrium is given hy the point of intersection 
of the AD and SRAS curves, and determines the 
price level the level of real GOP and the level of 
employment. 


This is showu in Figure 9.3 where ^f, is the 
equilibrium price level and Y, is the equilibrium 
level of real GDP. 


At any price level and real GDP other than P1, and 
Y, the economy is in disequilibrium, At price level 
Pi, there is an excess amount of real GDP supplied, 
putting à downward pressure on the price level, which 
falls until it reaches Pl. Ata price level lower than 
Ply, such as Ply there is an excess amount of real 
GDP demanded, putting an upward pressure on th 
price level, which moves upward until it settles at 
Pi At Ple the amount of real GDP demanded is 
equal to the amount supplied, and there is short-run 
equilibrium. 


| Ras 
xil 
H 
i" 
Ph 
AD 
o Ye 


real GOP 


short-run macroeconomie equilibrium. 
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Impacts of changes in short-run 
equilibrium 

The short-run equilibrium of an economy changes 
Whenever there i u change in aggregate demand or 
Shortrun aggregate supply. Suppose there occurs 
an increase i aggregate demand, due to any of 

the factors discussed earlier (such as an increase in ^ The price of oil fan important inputin 
national income abroad, or an increase in investment production) increases, 

spending). In Figure 9461, the AD curve shifts from 

AD, to AD; resuhing in an increase in the price 
level from Ph to Pha, and an increase in re GDP, 
fiom Y, to Ys. These changes also lead t a fallin 


1 Using diagrams, show the effects of each 
of the following on short-run equilibrium, 
explaining what happens to the equilibrium 
price level, output and unemployment. 


b Firms are pessimistic about the future 
of 
the economy. 


‘unemployment since firms hire more lobour in order € Belowzero temperatures destroy 
to produce more output, agricultura! output. 
If there is à deereuse in aggregate demand (due, for a ariant loian taxed of 


example, to pessimism amos ims or a fall in net 
exports), the AD curve shifts from AD, to ADs; the 
price level and real GDP (all from Pr to PÍ, and from. ^ There is a largo rise in stock market 
Yi to Yy, while unemployment increases since firms prices 

now need less labour 


profits 


{The government eliminates subsidios. 


Figur 9.4(b) shows shifty in the SRAS curve on agricultural products. 
Axrightwand shin from RAS, fo SRAS, (or 

example, because of a technological improvemer 9 portion of an 
or osve business taxes), result in a lower price ‘economy's physical capital, 


level, Ply higher level of real GDP, Y3, and lower " 


On the other hand, a letivand shift S See ipee 


business taxes oF an increase in the price of a reour 
produce an inerease in the price level to Pf, a fall in 
real output to Y; and an increase in unemployment. 


| Changes in aggregate demand b. Changes in short-run aggregate supply 


o * » 5 o 
real 6D 


Figure 9.4: Impacts of changes in short-run macroeconomic equilibrium 


"T 


Copyright Material - Review Only - Not for Redistribution 


9 Aggregate demand and aggregate supply 


9.3 Long-run aggregate 
supply and long-run 
equilibrium in the 
monetarist/new 


LEARNING OBJECTIVE 


The monetarist/new 
classical model 


The long-run aggregate supply 

curve and long-run equilibrium. 

“hia section examine the theoretical perspective of 
monetaristen laa economists which builds onthe 
werk of the classical economists of the 1th century Bath 
the monetarisUnew lata and classical perspectives 


are based on the following key principles: the importance 
of the price mechanism in co-ordinating economic 
activities; the concept of competitive market equilibrium: 
and thinking about the economy as a harmonious system 
‘that automatically tends towards full employment, While 
economists generally accept these principles in the study 
‘of microeconomics, there is major disagreement over their 
relevance to the study of economies at the macro level. 
(See Chapter 1, Section L5 for a brief review) 


"The monetarist/new classical approach to aggregate 
supply rests crucially on the distinction made earlier 
between the macroeconomic short run and long run. It 
examines what happens to aggregate supply when the 
economy moves into the tong run, when all resource 
prices including wages change to match changes in the 
price level. The long-run supply relationship between the 
price level and aggregate output is referred to as long-run 
uri uly (RAS), shown graphically asthe LAS 

“The L RAS curve is vertical at potential GDP, also 
aon as the ful employment evel o real 
show in Figure 9.5, A vertical LRAS curve means that in 
‘the long run any change in 4D results only in changes in 
"he price level while the quantity of real GDP produced 
remains the same. The economy is in long-run equilibrium 
when the 4D curve and the SRAS curve intersect at any 
point on the LRAS curve, ween in Figure 9.5, 


m 
H NA sms 
in E 
y 
AD 
o XX 
real GOP 


Figure 9.5: The LRAS curve and long-run equilibrium inthe 
monetaratínes classical model 


According to the monetarist/new classical 
perspective, the long-run aggregate supply (LRAS) 
curve is vertical at the full employment level af 
‘output, indicating that in the long run the economy 
produces potential GDF, which is independent of 
the price level. Long-run equilibrium occurs when. 
the SRAS and AD curves intersect on the LRAS curve 
at the level of full employment or potential output. 
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Long-run equilibrium and the natural 
rate of unemployment 


You may recall from Chapter 8 (Section 84, that when 
the economy produces at potential output, we say that 
the econoniy is experiencing full employment’. This 

is why the coms ful employment output and potential 
output both refer to the output that s produced when the 
economy is at long-run equilibrium. Note that this i the 
level of output determined at the point where the LRAS 
curve is situated as you can see in Figure 9.5 


‘As we saw in Chapter 8, while we call this fuit 
employment output the economy still hs unemployed 
labour and other resources. The unemployment that 
exists when the economy is producing its full employment 
‘output is known as the natural rate of unemployment, 
‘This will become clearer to you in Chapter 10, 


Why the LRAS curve is vertical 


"There isa very impie explanation for the vertical shape 
of the LRAS cive Since wages (and other resource 
prices) are now hanging to mutch output price changes, 

my! costs of production remain constant even as the 

level changes. Therefore, as the price level increases 

fr de:teases, with constant real costs, firms profits roe 
‘lw constant, and firms mo longer have any inceniv t 
ev or decrease their output level, 


pi 


For example, say the price level increases. In the short 
run, with wages (and other input prices constant, firms” 
profits increase, and firms therefore increase the quanti 
of output produced by moving upward along an upward- 
sloping SRAS curve. However, in the long run, wages. 
fand other resource prices) als increase by the same 
amount, In effect, nothing bas changed from the firms’ 
point of view, and so they have no reason to increase 

the quantity of output they produce. Similarly, any price 
level decrease is fully matched by the same decrease in 
wages (and other resource prices), so that firms have no 
incentive to decrease the quantity of output produced, 


Short-run equilibrium positions in relation 
to long-run equilibrium: deflationary 
(recessionary) gaps and inflationary gaps 
As we have seen in Figure 9.5 when AD as SRAS 

intersect on the LAS curve, there is longum 
equilibrium. But what happens if 47 d SRAS intersect 
ad some other point that isnot on the LRAS cune? 
“There are two such possibilities: shown in Figure (a) 
and (b). In al three agri Yp represents potential 


‘output, or fll employment output, which is given by 
the position of the LRAS curve on the horizontal axis. 
At Yp unemployment is equal to the natural rate of 
uncriployment 


Figure 9) deflationary (recessionary) gap In 
part (a), equilibrium real GDP. Yes to the et 
OF potential GDP, Yp. When real GDP is less than 
potential GDP, he economy is experiencing a 
deflationary xap (also known as a recessionary sp, 
fund unemployment i greater than the natural rale 
Of unemployment, Why does this happen? The 
deflationary gap has been crested because at the 
price level P, the amount of real GDP that the 
four componens of aggregate demand want to buy 
is tevs than the ccouomy potential GDP. There te 
not enough totai demand in the economy to make 
it worthwhile for firms to produce potential GDP 
This atso sneans that firms require Jess labour for 
thik production: therefore, unemployment is greater 
Von the natural rate of unemployment, 
960) inflationary gap In part (9. 
equilibrium real GDP, Y, es to he rig 


inflationary pap, and unemployment is less han. 
‘the natural rate of unemployment, An inflationary 
gap arises because with aggregate demand AD, the 
quantity of real GDP that the four components 


Want to buy at the price level is prenter than 
the economy's potential output. There i too much 
total demand in th economy, and irs respond. 
by producing a prenter quantity of real GDP than 
potential GDP. To produce more output, firms 
labour noo to increase, and unemployment fll to 
become less than the natural rate of unemployment. 

+ Fiore 9.6(¢: Full employment level of real GDP, or 
potential output. Part (c) is the same as Figure 9.5, 
showing long-run equilibrium. where equilibrium 
teal GDP is equal to full employment or potential 
GDP. When the economy is producing its potential 
GDP, unemployment is equal to the natural rate 
of unemployment and there is no deflationary oF 
inflationary gap 

You can now see that the three states of the economy 

in Figure 9.6 correspond to the phases of the business 

cycle that we studied in Chapter 8: Y, of Figure 9.64) 

corresponds to a point Nhe 

economy is experiencing secession, unemployment is 

greater than the natural rate and actual GDP is less than 

potential GDP. Y, of Figure 9.6(5) corresponds to a 

point like d in Figure 8.4, where unemployment i lower 


"T 
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9 Aggregate demand and aggregate supply 


3 The economy with a 
deflationary ecessioran) gap. 


b The economy wth an inflationary gap 


€ The economy at the full 
‘employment af output 


D uns 
Í J has 
H Hm 
& & 
40 
o Ye Vp D % Ye o Yers 
real GOP real GOP teal GDP 


Figure 9.6: Deflationary (recessionary) ond inflationary gaps in relation to potential output 


than the natural rate and actual GDP is greater than 
potential GDP. Finally, Y, of Figure 2.4c) corresponds 
"o points like a,b, and c i Figure &4, where the economy 
is producing actual GDP equal to potential GDP, with 
‘unemployment at ts natural rate, Therefore, recessionary 
and inflationary gaps are two types of output gaps, 


Recessionary (deflationary) and inflationary gaps 
represent short-run equilibrium positions of the 
‘economy, A deflationary (recessionary) gap is 
à situation where real GDP is less thon potential 
GDP land unemployment is great thar 

atur nemploymant) due to insuficient 
aggregate demand. An inflationary gap is a 
situation where real GDP is greatar than potential 
GDP (and unemployment is smaller than the 

natural rate of unemployment) due to excess 
‘aggregate demand. When the economy is at its ful 
‘employment equiltvisniavel of GDF, the AD curve 
intersects the SRAS curve at the level of potential 
GDP, and there is no deflationary or inflationary 
gap. This is he economy’ full employment level 
of output, alto known as potential output. 


Shifts in AD or SRAS as possible 
auses of the business cycle 


It is now a simple matter to consider the possible 
causes of the business cycle studied in Chapter 8. In 
Figure 9,7a) and (b). the economy is initially at full 


employment equilibrium, producing potential output 
Yp, In part (a) a fall in aggregate demand, shifting 

the AD curve leftward from AD; to AD» causes à 
recessionary gap. If the economy experiences an 
increase in aggregate demand, appearing as a rightward 
sil in the AD curve from AD, to ADs, this causes an 
inflationary gap. 


Shifts in the SAAS curve can also contribute to 
economic Muctuations.' In Figure 9.7(b), starting 
again from full employment equilibrium, a fall 
in SRAS, shifting SRAS, to SRASs, leads to an 
economic contraction, with real GDP falling to Yz a 
‘unemployment increasing. Note, however, that di 
raction differs from the recessionary gap resulting 
ll in aggregate demand: the fall in aggregate 
supply leads to ur ruse im the price leel, along with a 
decrease in real GDP. This special set of circumstana 
ix especially usilesirble for an economy, as it involves 
appear ince of two problems: recession (with 
unemployment) and a rising price level. This is known. 
as cigylation (combining stagnation’ with ination’), 
‘term coined in the 1970s, We will come back to this 
topie in Chapter 10. 


‘An increase in SRAS, shifting SRAS; to SRASy 
leads to an economic expansion as real GDP 
increases to Y; and unemployment falls This 
expansion results in a falling price level, in contrast 
to the rising price level following an increase in 
aggregate demand. 


“may be noted that changes in aguregste supply an cause contractors and expansions; howe 


thea ae not ald deflationary 


drecessonen] or inflationary gape The reason that deflationary and latonar aps are definadin tam o the evel of actual aggregate 
demand relive tothe aggre emand that s required ta bring about fll employment equlbeum A defaticnar gap e therefore 


cared Ey mficentagges 
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Most economists believe that changes in aggregate 
demand are more frequent than changes in aggregate 
supply as causes of the business cycle. 


a Changes in aggregate demand 


IRAS 


q^ 
Án 
F] 
Èm 
R Ye Yp Y real GOP 
recessionary Inflationary 
(deflationary gap » 
b Changes in horn aggregate supply 


teas 


Automatic adjustment to full employment 
equilibrium at the level of potential 
GDP (or why inflationary and deflationary 
gaps cannot persist in the long run) 


Tn our discussion above, we sav that inflationary and 
deflationary gaps are two possible short-run equilibrium 
positions of the economy where the equilibrium level of 
‘eal GDP differs from potential GDP. If the LRAS curve 
is vertical at potential GDP, it follows that inflationary 
and deflationary gaps are only short-run phenomena. 
‘that cannot persist in the long run. As soon as the 
economy moves into the long run, the gaps disappear, 
and the economy achieves full employment equilibrium. 


‘To see how this occurs, consider Figure 9.8(a), where an. 
economy is initially in long-run equilibrium at point a 
producing poteutil output, Yp- A fall in aggregate 
demand fen AD) to AD; causes the economy to move in 
‘the shori run from point à to point b, where there arises a 
deflationary gap at by real GDP has fallen 1o Yu and the 
price level has fallen from P1, to Ps However the economy 
cannot remain there in the long run, In the long run, the 
Hall in the price level is matched by a fall in wages (and falls 
in other resource prices), so the SRAS curve shifts to the 
right from SRAS| to SRASz until the economy is back on 
the LRAS curve at point c. Theasumption of wage and 
price flexibility in the ong run hav alle the economy to 
automatically come hack to ttx long-run equilibrium level of 
output. The deflationary gap is eliminated, and the only 
‘thing that changes due to the fallin aggregate demand is 


Ph the fall in the price level (from P4 to Ply)? 
at Yn Figure 0) we se what happens if there is an 
increase in aggregate demand, Beginning from long-run 
1 equilibrium: t point, aggregate demand sl from 4D 
Li 10 ADs: in the short run the economy moves to point b 
D A Yp Ys eal GOP real CP increases to Yigg Where there is an inflationary 
fap. id the price level increases fom Ph ta Pha 
/ However, the economy cannot remain at point bin the 
recension with higher real Jong run because once wages (and other resource prices) 
inflation | GDP with tower increase to match the increase in the price level, SRAS 
stagflation) price level shits from SRAS, to SRA S» and the economy arrives 
3t point c, which is once again on the LAS curve. In the 
EIN 17 Paniis maie of ie ban gle long run, the inflationary gap is eliminated and the only 
“Yau may ba wondrng why wage lal th ngu, ey casing the sik in the SRAS curve hat makas tha economy mave 


Back tal employment elem The raaton mlves adustmentathal take place m Pe labour marat Aa we lnc from tur ear 
discussion, here a recessionary ge, acsreasta demand 1s weak and there i unemployment o sour hat eater than the natural 
"tec unemploymant Thi means ihat hare a a suplus of lakour in the labour marhet in other warda, the quart c labou supped a 


reser than he quanty o laour demanded. This creates preaure on wages to fal, na as t5 ring about a balance between he quantity 
labour demanded by lm ed tha quant supplied by workers. Therefore, mages fal n the ong run, in erder to eliminate the labeur 
Sulu, ond hen there ans (oger any sus about he economy reverts te ong c cqulnum through the shit te SRAS cuve 


— 6 — —————ÀÀÍgáÀ — Óz—À 
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9 Aggregate demand and aggregate supply 


a Creating and eliminating a deflationary gap The move from point a toc in the long run in the 
thas case of a fallin AD that causes a deflationary gap 
(Figure 9 Sta), and an increase in AD that causes an 
inflationary gap (Figure 9,8(5), indicates the following 
important principle. 


RAS, 


In the monetarist/new classical perspective, 
changes in aggregate demand can have 

am influence on real GDP only in the short 
fun; in the long run, the only impact of a 
ae change in aggregate demand is to change 
the price level, having no impact on real 
GDP, as this remains constant at the level of 
potential or full employment output (see also 


D [ur 
is si apt Figure 9.14(a)), Increases in aggregate demand 
in the long run are therefore inflationary 
b Creating and eliminating an inflationary gap (cause inflation). 
(RAS - 


SRAS; 
: Fe) YOUR UNDERSTANDING 


F ) o Define the long run in macroeconomics 
i^" c SRAS, and use a diagram to show the long-run 
aggregate supply (LRAS) curve. 


pe 

P b Outline what the vertical shape of 
" ^d Ji the LRAS curvo tells us about the 
à relationship between the price 

roal GDP in the long run. 


and 


At 
- ? a Define and uso a diagram to show 
o Yp Yon ral GDP long-tun equum in the AD-AS 

mode! show tho relationship between. 
Figure 98: Atomatic adjustment to long-run ful employment the LRAS, SRAS and AD curves). 
salbnum in the monetario classical modal 


b Qutine what the long-run equilibrium. 


thing that changes after the increase in aggregate demand aye about the level of unemployment, 


isthe increase inthe price eve do Ph 3. Draw two diagrams, ilustrating recessionary 
ard inflationary gaps in relation tothe 
In the manatarist/new classical perspective, TRASH 
recessionary (deflationary) and inflationary gaps 4. Using the three possibile states ofthe economy 
are eliminated in the long run. This ensures that ovi in Figure $4, explain te phases 
în the long run the LRAS curve i vertical at the he nine cce (ar to expan 
level of potential GDP. The economy has a builtin conctone, ar petet oua 


tendency towards full employment equilibrium. 


‘When thare is an inflationary gap, unemployment faila belowe the natural rata, and there t a shortage af bourn the aliour market. Fina. 
have srg demand for labour (at wel as sther resources) and workers would ikes t negeoale her wages because the price level 
Parireresed In the leng run, the wage is free to change m responte ts the forcas of suply và demand, and moves part the point 
here cont of labaw domes brought into balance with quant o labour supp When this occur, the ecanany returna to 
Tong sun equum through the sh ne SRAS cue. 


285) 
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5^ Using diagratns explain why inflationary or 
deflationary gaps (short-term fluctuations) 
cannot persist in the long run according to 
the monetarist/new classical perspective. 


6 Assuming the economy begins from a position | 
‘of full employment equilibnum, explain how 
‘each of the events listed in the question in 
Test your understanding 9.3 can conti 
short-term economic fluctuations, 


to 


9.4 Aggregate supply 
and equilibrium in the 
Keynesian model 


‘This section presents the theoretical model of Keynesian 
economists, Keynesian economists base their ideas 

on the work of John Maynard Keynes, one of the 

most famous economists of the 20th century, whose 


work in the first half of the century came to form the 
basis of modern macroeconomics, (Ses Chapter 1, 
Section 1,5 for an overview.) Keynes questioned the 
classical economists view of the economic system as a 
harmonious system that autonsatically tends towards full 
employment, and showed tha it is possible for economies 


to remain in 9 position of short-run equilibrium for long 
periods of ime 


Getting stuck in the short run 
Wage and price downward inflexibility 


The LRAS curve in the monetarist/new classical model 
depends on the idea that all resource prices and product 
prices are fully exible and respond to the forces of supply 
and demand. However, what if resource prices cannot fall, 
even over long periods of time? Keynesian economists 
angue that there is an asymmetry between wage changes in 
the upward and downward directions Under conditions 
pansion and strong aggregate demand 

tie AD curve causing an inflationary 
gap), with unemployment lower than the natural rate and 
i rising price level, wages quickly begin to move upward. 
Yet in a tsessionary gap. where aggregate demand is 
Weak anch the economy is in recession with unemployment 
greater an the natural rate, wages do not fall easily, even 
‘over long periods of time, because of a variety of actore 
(uch as labour contracts, minimum wage legislation: 
Worker and union resistance to wage cutx employer 
resistance due to morale). 


Keynesian economists also argue that not only wages but 
also product prices do not fall easily, even if an economy 
is in a recessionary pap. In a recession, if wages will not 
ito down, firms will avoid lowering their prices because 
hat would reduce their profit, Furthermore, large 
‘oligopolisti firms may fear price wars: if one firm lowers 
its price, then others asa lower theirs more aggressively 
in an effort to capture market shares, and then all th 
firms will be worse off Such factors it is argued, make 
prices unlikely to fall even in a recession 


The inability of the economy 
to move into the long run 


M wages and prices do not fal easily, this means the 
economy may pet stuck in the short run. Consider 

Figure 9.9), which is similar to Figure 9.8), Beginning 
a point a where an economy is producing potential output 
Yp aggregate demand falls so the AD curve shifts from AD 
10 ADs, The monetaristinew classical model predicts that 
"he economy will move to point b in the short run, where 
there is a recessionary gap and the price level falls from P4 
to Plin the long run it ll mave to point e with Ply and 
the economy is once agin producing potential output Yp. 


However, if the prise level cannot fall from 1, the 
economy will meve to point d on the new, lower, aggregate 


"T 
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demand curve, Ds. Even if the price level succeeds 
in falling to Ph, so the sconomy moves to point b, 

the economy may pet sick there if wages do not fall 
(remember that wage: must fall for the SRAS curve to 
shift to SRAS- (v the LAS curve) It follows that if the 
price level annot fall, or if wages cannot fall, the economy 
gets stuck in the short run, and is unable to move into the 
Jong run where it eliminates the recessionary gap, 


“This argument suggests that the SRAS curve has the shape 
sown in Figure 9.406) The horizontal part of tbe curve 
is based on the Keynesian idea that wages and prices do 
not move downward, Point d in Figure) (a) corresponds 
roughly to point d in Figure 9.9(b). The ecoromy isina 
deflationary gap and may stay there indelinitely unless the 
government intervenes with specifi: policies 


Inthe Keynesian modol, inflexible wages and prices 
in the downward direction mean that the economy 
cannot move into the long run when experiencing. 
a deflationary jap. Inflexible wages and prices are 
shown graphically by a horizontal section of the. 
Kejoeiiin aggregate supply (AS) cur, 


à The implications of downwardly inflexible wages and pices 
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Figure 9: 


Keynesian analysis 


Keynesians would not suggest that wages and prices 
can never (sl. They would agree that if a recession or 
depression (which isa very severe recession) continues for a 
long enough time (perhaps years), wages and prices wouk 
eventually begin to fll. In the meantime a long-lasting 
secession would be very costly in terms of unemployment, 
low incomes and lost output, Therefor, it would be 
necessary for the government to intervene with active 
polices to help the economy come out of the recession, 


The shape of the Keynesian 
aggregate supply curve 


Figure 9,10 shows that the Keynesian aggregate supply 
‘curve has three sections, kn section I, eal GDP is ow, and 
the price level rennin constant as real GDP increases. In 
this range of ea! GDP, there Jot of unemployment 
fof resources and spare capacity, Spare capacity refers to 
the avaihivity of resources including physical capital 
(chines equipment, ete.) are labour that are not used 
Finns can easily increase their output by employing the 
‘unemployed capital und other unemployed resources 
without having to bid up wages and other resource 
prices In section I, real GDP increases are accompanied. 
bby increases in the price level, The reason is that as 
‘output increases, so does employment of resources, 

‘and eventually bottlenecks in resource supplies begin 

to appear as there is no longer spare capacity in the 
economy. Wages and other resource prices begin to rise, 
which means that costs of production increase. The only 
Way that firms will be induced to increase their output 

is if they can sell it at higher prices, Therefore, growing 
‘output leads to an increasing price level. 


At output level Yp, the economy has reached its full 
employment level of real GDP. This is also its potential 
‘output tevel, and unemployment has fallen to the 
poini where it is now equal to the natural rate of 


Keynesian AS 
H section 
i 
FH 
E d ctn 
[S -I 
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Yp Yaar real GDP 


Figure 9.10: Ths Keynesian aggregate supply curve 
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unemployment, However, as we know, the natural rate 
of unemployment is not maximum employment, as 
unemployment can fi further, which is what happens. 
when real GDP continues to increase beyond Yp. Real 
GDP can continue to increase until it reaches section HL 
In section I, the AS curve becomes vertical at Yoga 
indicating that real GDP reaches a level beyond which 

it cannot increase anymore; at this point, the price level 
rises very rapidly. Real GDP can no longer increase 
cause firms are using the maximum amount of labour 
and all other resources in the economy. Any efforts on 
the part of firms to increase their output only result in 
greater increases in the price level, 


The three equilibrium states 
of the economy in the 
Keynesian model 

Macroeconomie equilibrium in the Keynesian mode is 
determined hy tie point where the AD curve intersects 
the Keynesian AS curve This can occur at any lec 


of real GDP. There are three equilibrium states of the 
econonay, shown in Figure 9.11 


rve in its horizontal section, determining Ye. 
‘which is less than Yp (potential GDP), 
deflationary (recessionary) gap with unemployment 
greater than the natural rate. Aggregate demand is ioo 
luce firms to produce at ¥, In part (b), 

the economy is producing at Y, which is greater t 

Yp and is experiencing an inflationary gap. There is 
strong aggregate demand, 
below its natural rate, 
its maximum capacit 


uscmployment has fallen 
o5 the economy approaches 
he price level bas increased, 


a Recessionary (deflationary) gap 


Inflationary gap 


Part (c) shows the case where the economy has achieved 
full employment equilibrium, or potential output, at Yp. 


"These aee equilibrium states of tbe economy can 
be relate to the business cycle (see Chapter 8): Y, in 
Figure 9,11(a) corresponds to a point like e in Figure 8.4, 
Where thene is a deflationary gap; Y, of Figure 9.11(b) 
corresponds to a point like d in Figure 84, where 
there is an inflationary gap: and Y, of Figure 9.11(e) 
corresponds to points like a, b and cin Figure 84, where 
"he economy's actual output is equal to its potential output. 


H should be noted that potential output and ‘natural 
unemployment’, which we have used to illustrate the three 
Kinds of equilibrium, are actually monetarist concepts. 
(On the other hand, inf iorary and deflationary 
(recessionary) gaps are Keynesian concepts As our 
analysis shows, the two models can usefully borrow 
concepts from sach other in order to show how diferent 
real-world stations can be understood and interpreted 
differently depending on the theoretical approach used, 


Tbe Keynesian model arrives at some conclusions that 
differ signilicantly from the conclusions of the monetarit 
new classical model, Very briefly these are that: 


‘+ the economy in the Keynesian model can remain 
indefinitely stuck in a deflationary gap, unlike in the 
monctarist/new classical model where the economy 
automatically returns to full employment equilibrium 

^ inereases in aggregate demand in the Keynesian. 
‘mode! need not necessarily result in increases in the 
price level, unlike in the monetarist/new classical 
model where increases in aggregate demand always 
result in a higher price level 

As a result of those differences, the two models have very 


different policy recommendations about how to deal with 
some very important problems of the macroeconomy. 


€ Full employment equilibrium. 


Keynesian AS Keynesian AS Keynesian AS 
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Figure 9.11: Three eauilibriun 


tates of the economy in the Keynesian model 
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The Italian economy contracts 
In early 2019 business confidence in Italy feii to the. 
lowest lavel n four years, suggesting that aly 
‘economic contraction which began the previous year 
may continue. Consumer confidones also fell Faling real 
GDP for the last two quarter: of he previous year meant 
that Italy was in recession. The economie downturn was 
the result of falling output in agriculture, forestry, fishing 
and industry. Net expari on the other hand increased, 
but not by enough io make up for the declines. 


Source: wm bloomberg com; 


wwwbbccom gig 


Applying your skills 
1 


b 


the drop in business and consumer confidence, and 


the increase in net exports 


consumer confidence, 


using a business cycle diagram, 


1. Define aggregate supply. Explain whether E Outine what the upwardsloping section 
the meaning ofthis Concept changesin ie indicates about tas relationship 
coment he SRAS; LRAS oF Keynesian AS d Outline what the vertical section indicates, 
oF MEE 4. Uning the Keynesian model and diagrams, 
ipa wi it tc Show ne bee da ru equ Sates 
me aggregate supply clive it waged ad of the economy, describing recessionary 
pies ae efie In she dose {Gefetoneny abd ifaionary gaps and their 
iaeoa: relationship to the full employment equilibrium 
b Can the economy mow into the long nn? poston o ne economy (tenia ouput 
« Cuine what the horizontal section ofthe 5 Using diagrams Iustrating the Keynesian 
AS curve tela ua about spare capacity in madal, shaw and explain what happens to the 
tqullsrum leve of real GDP and the prico 
3 a Use a disgram to ahow the Keynesian level aggregate deir shite within 
AS cuve a the rita recon cf he Kyran AS cre, 
b Outline what the flat section of this curve b the upward-sloping section of the 
indicates about the relationship between Keynesion AS curve, and 
thre e wel und real GDP, * the vertical section of the Keynesian AS curve. 
qe. wonuc 


Using AD-AS diagrams, explain the effect on Italy's real GDP of 


Outline which components of aggregate demand were affected by the drop in business and 


Explain the likely position ofthe Italian economy in early 2019 


jure 9:12: Naples, kaly Narrow street in the ald part 
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busing an AD-AS diagram with an LRAS curve, and 


€ using an AD-AS diagram with a Keynesian AS curve. 


4 Oulline which method of national income accounting allowed economists to determine 


a the increase in Italy's net exports, and 


the decrease in output of the agriculture, forestry, fishing and industry sectors. 


9.5 Shifting aggregate 
supply curves over 
the long term 


JING QpHECTIVE 
m 


Changes in aggregate supply 
over the long term 


Aggregate supply curve shifts 
in AD-AS models 


So fat, we have considered the LAS and Keynesian 
AS curves in fixed, unchanging positions. Yet overtime, 
these curves can shift, Each of these models shows a 

particular level of potentia! output, or the total quantity 


‘of goods and services produced by an economy when. 
‘there is fll employment of its resources (meaning 
‘unemployment is equal to natural unemployment) 
‘Therefore, both curv shit to the right or to the left in 
response o factors that change potential output. 

‘An increase in potential output signifies economic 
growth over ihe Jong term; a decrease signifies 
‘negative erowth (or a fall in real output). Increases 

in potential output, shifting aggregate supply curves 
and long-term economie growth are illustrated in 
Figure 9.13. We will return to the topie of economic 
growth in Chapter 11 


Factors that change aggregate supply 
(shift AS curves) over the long term 
The most important factors that cause increases 


potential output and rightward shifts in the LAS and. 
Keynesian AS curves are the following: 


IT the quantity of a factor of production increases, 
the LRAS curve and Keynesian AS curve shift to 
the right For example, an increase in the quantity 
of physical capital, or the quantity of land (such as 
when there is a discovery of new oil reserves) means 
th the economy is capable of producing more 
real GDP (f the quantity of factors of production 
decreases the LRAS and AS curves shift to the lef.) 

^ Improvements in the quality of factors of production 
(resources). Improvements in resource quality shift 
the LRAS and AS curves to the right. For example, 
areater levels of education, skills or health lead to 
an improvement in the quality of labour resources 
More highly skilled and educated workers or 
healthier workers can produce more output than the 
same number of unskilled or less healthy workers 

^ Improvements iu technology. An improved 
technology of production means that the factors 
of production using it ean produce more output, 
and the AS curves shift to the right. For example, 


2) 
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à Themonetarst/new classicai model 
LAS UMS, 
1 
| 


| 


b The Keynesian model 
Ay AS 


price level 


o Yn Y real GOP 


Figure 9.13: increasing potential output, shits in agre 


o Ya Yu real GDP 


ito supply curves and long-term economic growth 


workers who work with improved machines and. 
equipment that have beer: produced ax a result of 
technological innovations will be able to produce 
more output in the same amount of tie, 

Increases in efconcy, When an economy increases 
itseflcieney in production, it makes better use of 
its scarce resources, and can as a result produce a 
greater quantity of output, Therefore, potential 
‘output increases, and the AS curves shift to the 
right. (Decreases in efficiency would shift the LAS 
‘und AS curves to the lef.) 

+ Institutional changes. This point is related to efiiciency 
in resource use because changes in institutions can 
sometimes have important effects on bow efficiently 
scarce resources are used, and therefore on the 
quantity of output produced. For example, the 
degree o private ownership ws opposed to public 
ownership of resources, the degree of competition 
the economy, the degroe ond quality of government 
regulation of private sector activities, and the amount 
of bureaucracy cn each affect the quantity of 
‘output produced (these points will be discussed in 
Chapter 13, onder market-based supply-side policies), 

* Reductions in the natural rate of unemployment. The 
natural rate of unemployment is the unemployment 
that is ‘norma’ or 'natural' for an economy when it 
i producing its fll employment” level of outp 
It includes unemployed people who are in between 
jobs, who are retraining in order to beconse mare 
employable, and others The natural ite of 
unemployment differs from country te country 
and it can change over time. If it decreases, the 
economy is making better use of its resources and 
an therefore produce a larger quantity of output. 
‘Therefore, potential output increases, and the AS 
curves shift to the right (An increase inthe natural 


rate of unemployment would result in a leftward 
shift in the LAS and Keynesian AS curves) 


The relationship between the SRAS 
and LRAS curves in the monetarist/new 
classical model 


1 an economy is experiencing long-term economic growth, 
its LRAS curve will be shifting rightward, indicating 
increases in potential output. Yet over long period of 
hand as well. Any 
the LRAS curve must, over the long erm, 
alio shift the SRAS curve, This can be scen in Figure 1.3 
(Chapter 11) in the discussion on economie growth. 


Are there any factors that can shift the SRAS curve 
Without shifting the L RAS curve? There are certain events 
With only a tempozsiy fct on aggregate supply, and 
these cun shift ibe SRAS curve for a short while, leaving 
the LRAS curve unchanged, Consider, for example, 

bad weather conditions that cause a drop in agricultural 
ouput The SRAS curve shifts to the lf for that season, 
but then moves back to the original position when the 
Weather changes back to normal patterns: the LRAS curve 
remains unaffected. Changes in firms costs of production, 
such as changes in wages, or changes in the prices of 

other key inputs (such as oil), may similarly affect only the 
SRAS curve. This applies to temporary changes that do 
not have a lasting impact on real GDP produced, 


As an economy grows over time, it is likely that aggregate 
demand also increases. Tbe reason is that many of the 
factors that cause the LAAS (and SRAS) curves to shift 
also cause the AD curve o shit. For example, increases 
în the quantity of physical capital, affecting AS, result 
from private and public investments, also shifting AD. 
We will return io this topie in Chapter 13, 
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immatically the impacts on 
an economy's LRAS and the Keynesian AS 
‘curve of the following. 


c There is a widespread introduction of a 
new technology that increases labour — | 
productivity 


b The government provides training 
programmes for workers to retrain and 
improve their skills 


« A developing country receives large 
amounts of foreign a'd, which allows it 
to purchase a large quantity of capital 
‘goods. 


d An extensive nationwide public 
health campaign undertaken by the 
government improves levels of health of 
the population 


‘© Thu government introduces anti- 
monopoly legislation, reducing the 
market power of firms and increasing 
the economy’ efficiency. 


Using diagrams and the concept of 
potential output, explain the relationship, 
betweon long-term economic growth 
and the LRAS and Kaynesiun AS curves, 


b Identify some factors that can affect the 
SRAS curve but not the LRAS curve 


Illustrating the tnonetarist/new 
classical and Keynesian models. 


Figure 9.14 shows how the monetaristnew classical and 
Keynesian models relate to each other. Point a in both 
parts determines full employment equilibrium output, 
or potential GDP. Note that the LRAS curve in part (a) 
i not the same as the vertical section of the Keynesen 
AS curve as the latter vertical section represents the 
maximum possible output that the economy can produce 
if it uses all its resources 


Point bin both parts represents a recessionary 
(deflationary) gap. which occurs d to low aggregate 
demand, given by 4D, in parts (a) and (b). Point cin 
both parts represents an inflationary gap, which arises 
duc o strong aggregate demand, given by AD, 


0 patente GOF- "T7; 
tul employment GDP 
b The Keynesian AD AS model 
Koyoesian as 
Te 
Ituon p 
AD, 


07 potenti GDP 
full employment GOP 


real GOP 


Figure 9.1 
K 


l Comparing the monetarist/new classical and 
models. 


Finally, economie growth is illustrated in both parts 
by the rightward pointing arrows. In part (a) iti 

represented by a rightward shift of the LRAS curve: in 
part (b) by a rightward shift of the Keynesian AS curve, 


9.6 Implications of the 
Keynesian model and 
the monetarist/new 
classical model 


LEARNING OB. 


me 
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Automatic self-correction versus 
persistence of deflationary gaps 
over long periods of time 


Our study of Figure 9.8 showed that in the monetarist/ 
new classical model inflationary and deflationary 

aps are automatically corrected as long as resource 
prices, especially wages, are free to change as the price 
Tevel changes. By contrast, one of the most important 
‘leas arising from the Keynesian interpretation of the 
AD-AS model is that deflationary/esessionary zaps 

can persist over long periods of time, According to 
Keynes, this happens partly because of the inability 

of wages and prices to fall, In addition, the problem. 

is caused by insufficient aggregate demand, Whenever 
aggregate demand intersects the horizontal section of 
the Keynesian AS curve, the sconomy isin a deflationary 
ap because aggregate dev is too low, and its four 
components are unable to buy enough output to make 

it worthwhile for firm: io produce potential GDP. 
Therefore, equilibrium GDP is lower than potential 
GDP. In Figure 9.1 (a), the equilibrium level of real 

GDP settles ai Yy, and can remain there indefinitely, 


‘Keynesian analysis is therefore essentially a short-term 
analysis, This does not mean that Keynesian econoriis 
{to uot consider what happens over long periods of ume: 
it means only that they do not accept the idea that the 
economy can move into what monetari/nev classical 
economists define as the long run (where there is full 
resource and product price flexibility). 


In contrast to the monetaris/new classical 
‘model, which automatically corrects. 
deflationary/tecessionary gaps by returning to 
full employment equilibrium, the Keynesian 
model shows that an economy can remain 

for long periods of time in an equilibrium 
where there is less than full employment (ie. 

a deflationary/recessionaty gap), caused by 
insufficient aggregate demand. 


Tis two different models have important implications 
or economic policy. According to the monetarist/aew 
classical model, governments should try to make markets 
work as freely as possible, so that wages and product 
prices can respond to the forces of demand and supply, 
‘without government interference in usurkels By contrast, 
according to the Keynesian model, the government must 
intervene in the economy with specifie measures to help 
it come out of the deflationary gap. 


Increases in aggregate demand need 
not cause increases in the price level 


Another important difference between the two models 
has to do with the effects of increases in aggregate 
demand on the price level, In the monetarist/new 
classical model, increases in aggregate demand always 
‘result in price-level increases, In the short run, as 

AD shifts to the right causing a movement along an 
‘upward-sloping SAAS curve, an increase in real GDP 
and an increase in the price level result, as can be seen 

in Figure 9.4(a). In the long run, increases in aggregate 
demand give rise only to increase in the price level, 
leaving real GDP unaffected, as in Figure 9.1S(a). In the 
Keynesian model, when the economy isi the horizontal 
part of the AS curve, increases in aggregate demand lead 
to increases in eal GDP without affecting the price leve 
This can be ees in Figure 9.15(b). It is only when the 


" 
^ 
H 
i. 
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b The Keynasian model. 
Keynesian AS 


price level 
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Figure 9.18: Effects of increases in aggregate demand on 
real GDP and the price level 
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Keynesian AS curve begins i slope upward, when it is 
close to the full employment level of output, that further 
increases in aggregate demand begin to result in changes 
in the price level as well. When the AS curve becomes 
Vertical, increases in aggregate demand result in rapid 
price level increases while leaving real GDP unchanged. 


In the Keynesian view increases in aggregate 
demand need not result in a higher price 


vel. This isin contrast to the monetarist new/ 
classical model where increases in aggregate 
demand always result in a higher price level 


Here too, there are differing implications for 
‘economic policy. As we will vec in Chapter 10, 

rapid increases in the price level (ot inflation) are 
‘undesirable, In the monetarist/new classical view, 
since increases in aggregie demand will always 

lead to increases in the price level, economic policy 
should focus on policies to achieve long-run growth, 
which are base: on efforts to shift the LRAS curve to 
the right 


By contrast, in the Keynesian view, since increases in 
gereyate demand do not lead to price level increases 
wea the economy is in a deflationary gap, policies 
‘Gcusing on increasing aggregate demand are not only 
harmless, but in fact are essential in order to boih 
prevent and reduce the size of both deflationary 
inflationary gapa. 


nd 


Conflicting economic perspectives and the role of economists’ politcal b 
The two perspective: we have studied in this chapter, the monetarst/new classical and Keyne 
based on very diferent ways of viewing the economic world. The difference 

just of theoretical interest; they have important implications forthe n 


provid 


The monetariet/new cl 


sical perspective 
In the monetarist/new classical perspective 


Compare and contrast the Keynesian and 
monetarist/new classical models regarding 
the ability of an economy to achieve full 
employment equilibrium on its own without 
any government intervention 


^ Using the Keynesian model, explain. 
when increases in aggregate demand 
can be expected to lead to increases in 
the price level (inflation) and when they 
are unlikely to do so. 

b Explain how tha Keynesian model dillrs 
from the nonetarisnow classical model in 
its prediction of rising price levels following 
an increase in aggregate demand, 

Explain why use of the LRAS curve to 

account for economic growth leads to the 

policy implication that governments should 
focus on polices that try to influence the 
supply side of the economy. 


Explain why use of the Keynesian thr 
section aggregate supply curve leads to tho. 
policy implication that governments should 


focus on the policies that try to influence: 
the demand side of the economy. 


very diferent policy recommendations to deal with macroeconomie problems. 


the economy is seen as a stable system that automatically 


ind ideology 


between the two ara not 
l world, because each perspective 


tands towards long-run equilibrium where then» is full employment at the natural rate of unemployment. 
Ths argument has important implications for the short-term fluctuations of the business cycle and long- 
term economic growth. Since short-term fluctuations (deflationary/recessionary and inflationary gaps) 
correct themselves automatically, there i no need for the government to do anything to correct them. 
Instead, the government must ensure that markets work as competitively as possible, so that all resource 
and product prices are able to rise or fall as required to allow the economy to settle at its point of long-run 
equilibrium, at the level af potential GDP. 
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In fact, continues ihe argument, if go 
term fluctuations, they may achieve the opposite of the intended results. Rather than reduce the size of 
fluctuations, they may make them bigger. Many monetarist/new classical economists believe that the. 
departures of actual GDP from potential GDP that occur in real-world business cycles are as large as they 
are because of government intervention in the economy. 


When it comes to promoting economic growth, aggregate demand cannot affect real GDP over the long 
run. I aggregate demand increases, it wil only result in increasing price levels and inflation, Governments. 
should therefore concentrate on policies that affect the supply side of the economy, which attempt to shift 
the LRAS curve to the right, with the objective of increasing real GDP without causing inflation 


The Keynesian perspective 

In the Keynesian perspective, the economy is an unstable system because of rpeating short-term fluctuations 

that cannot automatically correct themselves. Such fluctuations arise mainly duc to changes in aggregate 

demand caused by spontaneous actions of firms and consumers. Keynes himself considered business cycle 

fluctuations to be caused mainly by changes in investment spending coused by changes in firms’ expectations 

about the future, Opim ism about the future increases investment spending, causing a rightward shift in 
ausm decreases investment spending, leading to a leftward shit. Keynes referred to 

‘of optimism and pessimism as animal spirit 


In tho Keynesian view, when there is a deflationary gap, there are many factors preventing the operation 
of market forces, and so wages and product prices de at fall easly even over long periods of time. This 
means the economy can remain in a les than full employment equilibrium (deflationary gap) for long 
periods, Thor government policy to play to restore fll employment and 
raise eal GOP to the level of potential GDP, Governments should focus on policies that increase aggregate. 
demand when thoro i a deflationary gap, ord decrease aggregate demand when thoro is an inflationary 
gap. Policies to influence aggregate demond are particularly important when aggregate demand is low. 


Why does the debato porsist? 

Most economists today are unl aly to be purely ‘mon 
f debate, many would argue t 

tempting to influence both aggregate supply and aggregate demand are important in acl 

the goals of reducing short-term fluctuations while promoting economie growth. Even so, most economists 

ro stil likely to side more with one perspective or the other. Why has the disagreement not been resolved 

after al these years? According to Mark Blaug, a prominent UK economist, there has been: 


an urending series of efforts to produce a decisive empirical test of the Keynesian and monetarist 
View of he of economie fluctuations. A detached observer might be forgiven for thinking that 
this discussion has proved nothing but that empirical evidence is apparently incapable of making any. 
economist change his mind ... But a closer look at the literature reveals... a growing appreciation of 
the limitations of alf the current statistical tests of the relative effectiveness of [government] policies. 
At the same time, it must be admitted that the persistence of this controversy, despite all the moves 
and countermaves in both camps, can only be explained in terms of certain deep-seated ‘hard 

core’ disagreements about the self-adjusting capacity of the private sector in mixed economies and, 
hence, the extent to which [government] policy is in fact stabilizing or destabilizing ... Once again, 
the debate between Keynesiane end monetarists shows that economists (ike all other scientists) will 
characteristcally defend the core of their beliefs fram the threat of absem ed anomalies...” 


"Atk Blau (1980) The Meth of Economies, Cambridge University Press, pp 227 ond 221. 


 —ÁÁ—— MÀ — ÁÁ 
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Blaug is suggesting that the controversy persists because economists have different beliefs. What kind of 
beliefs could these be? On a general level, they must be baliets about the superiority of ane perspective 
over the othcr. However, this begs the question, where did these beliefs come from, and how can they be 
Justified? Cartainly not by the scientific method, based on empirical testing, since as Blaug clearly tells us, it 
has not been possible for an empirical test to falsify one or the other perspective based on the effectiveness 
of their policy recommendations. Therefore, very likely, these are beliefs that come from outside the realm 
cf social scientific thinking, which may be political and ideological beliefs stemming from personal values. 


Most economists do not deny the role cf values and ideology in economies. Nobel Prize-winning 
‘economist, Robert Solow, writes the following: 


‘Social scientists, lke everyone «lie, have class interests, ideological commitments, and values of all 
Kinds. But all social science research, unlike research on the strength of materials or the structure of 
the haemoglobin molecule, lies very close to the content of those ideologias, interests, and values. 
Whether the social scientist wills it or knows it, perhaps even if ho fights it, his choice of research 
problem, the questicns he asks, the questions he doesn't ask, his analytical framework, the very words 
he uses, are all koly to be, in some measure, a reflection of his interests, ideologies and values." 


Thinking points 


* Do you agree with Solow that it is very likely that persona! value judgements influence economists? 
choices between alternative theories (the choice of "analytical framework’) and more generally their 
work os social scientists? 


‘+ Isthe effective use of the scientific method influenced by economists’ personal beliefs and ideologies? 


* Do the social science 
beliefs and ideologies 


and economies in particular, differ from the natural sciences by hi 
uence thin} 


ing political 


+ What kind of political beliefs and ideologie 
now classic 


do you think are likely to be linked with (a) the monetarst/ 
perspective, and (b) the Keynesian perspective? 


The following questions vill help you reflect on your learning and cr hance your understanding of key 
topies in this chapter They are suggestions for inquiries that you ean undertake on your own or in groups 
in order to revise the learning objectives of this chapter. 


1. Research an economy that has recently been (oris currently) in a recession 


2. Identify the causes of the recession and try to link them with what you have learned about the factors 
that cause aggregate demand and/or short-run aggregate supply to shift. 


"Bele M. Solow (999) Science and ideology in economies’ in D. M. Hausman, The Plicisphy af Economics, Ca 


trie University Press. 


—ÀÀ o - ——An——aÀ! 
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+ Unemployment occurs when people who are looking for a job cannot find one. Why do you think 
people become unemployed? 

* What problems ara essociated with unemployment on a personal and social level? Can you think of 
some actions gevernments can take to help unemployed pecie become employed? 


+ Prices of goads and services tend to rise over time. Thi is known as "inflation". Why do you think 
inflation occurs over me? 


ipler is concerned with two important macroccon: 
ployment and low and stable rate of inf toth of these are closely related 
achieving potential output, shown in the business cycle diagram in Chapter $: see 


gure 84. 


' outdoors 


Photo: Bangkok, thailand. Beggar 
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LEARNING OBJECTIVES 


rebas 


Unemployment and its 
measurement 


Unemployment, in a general sense, refers to idle or not 
fully usd resources, When economists use the terms 
"unsiwployment (or employment?) on their own. they 
usually refer to unemployment or employment o labour. 
If they want to refer to another factor of production, 
they refer to it explicitly, such as “unemployinent of 
capital resources’, or more generally, “memployment of 


Our discussion i this chapter will focus on the economy's 
labour resossres, Unemployment is defined as follows: 


Unemployment refers to people of working age 
who are actively looking for a job but who are 
not employed. 


A closely related term is underemployment, referring to 
people of working age with parttime jobs when they 
Would rather work full time, or with jobs that do not 
make full use of their skills and education, Examples 
include people who work fewer hours per week than 
"hey would like, or trained individuals, such as engineers, 
economists, or compinier analysts, who work as taxi 
drivers, or waiters or waitresses, or anything else 
‘unrelated to their profession, when they would rather 
have a job in their profession 


Both uncniployment and underemployment mean that 
an economy is wasting scarce resources by not using 
‘thera fully In the case of unemployment this is obvious. 
With underemployment, working at a job other than in 
‘one profession also involves resource waste’, because 
some resources that were used for training and education 
‘are wasted when people are forced to work at a job that 
does not make use of their skills 


he 


Calculating unemployment: 
unemployment rate 


"The labour force is defied os the number of people 
who are employed (working) plus the number of people 
fof working age who are unemployed (not working but 
seeking work) The labour force is actually a fraction of 
the total population of a country, because it excludes 
children, retired persons, adult students, all people who 
cannot work because of illness or disability, as well as all 
people who do not want to work. 


Unemployment can be measured as a number or 

percentage: 

+ Asa number unemployment is the total number of 
‘unemployed persons in the economy, ie. all persons 
of working age who are actively seeking work but 
are not employed. 

+ Asa percentage, unemployment is called the 
unemployment rate, defined as 


"Ths point appears as ACI in the abu, onere it becomes AOS in the point end leti costs of unemployment versa ation 


soridered atre this chapter: 
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= number of unemployed 
unemployment rate = 2 x 

po X d 
For example if the unemployment rate in an economy 
i67, this means that six out of every 100 people in the 
labour foree ars unemployed. 


Suppose there is a population of 35.5 million people, of 
whom 17.3 million are in the labour forc, 1.5 million 
work port time though they would rather work full urne, 
ind 14 million are looking for work but cannot fnd any 
What is the unemployment rate? 


TE 
The unemployment rate is -L x 100 = 814, which is 
viy: 173 


the number looking for work unable to ind any divided. 
by the size of the labour force, times 100, Note that we 
ignore the size of the total population (itis irrelevant}, as 
Well as the number of people who ate working part-time 
(they are considered to bc employed). 

Underemploymen! con similarly be measured as a 
number or as a percentage. If the underemployment rate 
is 157, this meo diat 15 out of every 100 people in the 
labour force are underemployed, 


Difficulties in measuring unemployment 
Tis unemployme 
ixasurs of ocon 
indicator of ee 
to obt 


pite is one of the most widely reported 
i activity used extensively n 
vomie performance, Yet iti etal iil 
iccurate measurement of unen pioyment, 


ics often underestimate tie 
nt because of dden wreryployment 
arising from the followis 


‘Unemployment figures include unemployed persons 
Who are actively looking ior work. This excludes 
‘discouraged workers who are unemployed workers 
who gave up Jooking for a job because, after trying 
unsuccessfully to find work for some time, they 
became discouraged and stopped searching. These 
people ir: effect drop out of the labour force, 

^ Unemployment figures do not make a distinction 
beeen full-time and part-time employment, and 
count people with part-time jobs as having full-time 
jobs though in fact they are underemploye 

^ Unemployment figures make no distinction on the 
type of work done. If a highly trained person works 
asa waiter, this counts as fully employed, 

^ Unemployment figures do not include people on 
retraining programmes who previously lost their 
Jobs, as well as people who retire carly although they 
Would rather be wor!ing, 


In addition, oscil statistics may overestimate true 
"unemployment, because 


* unemployment figures do not include people 
working in the underground economy (or informal 
economy). This is the portion of the economy that 
is unregistered, legally unregulated and not reported 
to tax authorities Some people may be officially 
registered as unemployed, yet they may be working 
in an unreported (underground) activity. 


A further disadvantage of tbe national unemployment 
‘re (calculated for an entire nation) is that it is an average 
‘over the entire population, and therefore does not account 
for differences in unemployment that often arise among 
different population gro» in a society. Within a national 
population, unempioyment may diller by: 


^ region - regions with declining industries may have 
higher unemployment rates than other regions 

^ gender - women sometimes face higher 
‘unemployment rates than men 

^ ethnic groups - some ethnic groups may be 
disadvantaged due to discrimination, or due to 
Tower levels of education and training 

^ ape - youth unemployment (usually referring to 
persons under the age of 25) often face higher. 
‘unemployment rates than older population groups, 
‘often due to lower skill levels; people who a 
‘ageing also sometimes face higher unemployment 
rates as employers may be less willing to 
employ them 

^ occupation and educational attainment - people 
‘who are relatively les skilled may have higher 
‘unemployment rates than more skilled workers 
(though is some countries higher unemployment 
rates may be found among highly educated. 
soups), 


Costs of unemployment 


Unemployment of labour is one of the most important 
economic concerns to countries around the world. 
Reduction of unemployment is à key objective of 
governments everywhere, as its presence has major 
economie and social consequences 


Economic costs 

Unemployment has the following economic. 

consequences 

+ Alossof real output (real GDP). Since fewer people 
Work than are available to work, the amount of 
output produced is less than the level the economy 
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is capable of producing. This is why unemployment 
means that an economy finds itself somewhere 
inside its production possibilty curve (PPC: see 
Chapter I, Section 1.3) producing a lower level of 
output than iis capable of producing. 

A loss of income for unemployed workers. People 
‘who are unemployed do not have an income from 
work, Even if they receive unemployment benefits, 
they are likely to be worse off financially han if 
they had been working, 


A lows of tax revenue for the government Sinse 
‘unemployed people do not have incor Irom work, 
they do not pay income taxes this rst in less tx. 
revenue for the government 

Costs to the government of unemployment benefits. 
If the government pays unemployment benefits to 
"unemployed workers the greater the unemployment, 
"he larger the unemployment benefits that must be 
paid, and the less tax revenue let over to pay for 
important government-provided goods and services 
such as public goods and merit goods 

Costs tothe government of dealing with vocal 
problems resulting from unemployment, The social 
problems that arise from unemployment (noted. 
below) often require government funds to be 
appropriately dealt with. 

Larger budget deficit or smaller budget surplis: 

A government budget deficit occurs wh 

revenues are less than government expen 
While a budget surplus is the oppo: 
greater tax revenues than expenditures 
Unemployment leads to a loss of tax revenue for the 
government as we have seen, but at the same lime 
greater expenditures for unemployment benefits 

as well as social problems due to unemployment- 

As expenditures zite while tax revenues fall, a 
budget surph will become smaller while a budget 
deficit will become larger, in turn leading to more 
government debt. 

Mor: unequal distribution of income. Some people 
(he unemployed) become poorer while others 

(he employed) are able to maintain their incoine 
levels Since certain population groups (ethni 
groups, regional groups, ete., discussed earlier) may 
be affected more by unemployment than others, 

the effects of increasing income inequalities and 
resulting poverty are often concent ated among 
population groups who are noce disadvantaged 
to begin with. IF unemployment is high or tends 

to persist overlong period of time, this may lead to 
increased social tensions and social unrest. 


^^ Unemployed people may have difficulties finding 
work isthe future. When people remain out of 
work for long periods they may not find work 
easily at a late time in the future. This can happen 
because the unemployed workers may partly lose 
their skills due to not working for along time, or 
because in the meantime new skills may be required 
‘that workers have not been able to keep up with, 
Or because rms have found ways to manage with 
fewer workers This process is known as hysteresis 
(from the Greek word usríoner meaning delay or 
‘lagging behind something in this case the lagging 
behind of employment), Hysteresis suggests that 
high unemployment rates in the present may mean 
continued high unemployment rates in the future, 
even when econoraic conditions become more 
favourable 


Personal aud social costs 


Unemploviaent has the following personal and social 


+ Personal problems, Being unemployed and unable 
To secure a job involves a loss of income, increased 
indebtedness as people must borrow to survive, ak 
well as loss of self-esteem. All these factors cause 
great psychological stress, sometimes resulti 
in lower levels of health, family tensions, family 
breakdown and even suicide 

^ Greater social problems, High rates of 
unemployment, particularly when they are 
unequally distributed for the reasons noted earlier, 
can lead to serious cial problema, including 
increased crime and violence, drug use and 
homelessness, arising from growing poverty. 


Define unemployment and explain how it 
differs from underemployment 


Outline how we measure the unemployment 
rate. 


Explain why unemployment figures are not 


usually accurate. 


Identify some of the economic and social 
consequences of unemployment. 

Calculate the unemployment rate in an 
economy with a population of 57.7 million 
people, of which the labour force is 62%, and 
the number of employed are 32.9 million. 


nnn rr 
soo > 


Copyright Material - Review Only - Not for Redistribution 


10 Macroeconomic objectives! 


Types and causes of 
unemployment 


We will examine four types of unemployment: structural, 
frictional, seasonal and cyclical. 


Structural unemployment 


Structural unemployment occurs as a result of changes 
în demand for particular types of labour skills, changes 
in the geographical location of industries and therefore 
jobs, and labour market rigidities, 


Changes in demand for particular labour skills 
The demand for particular types of labour skills 
changes over time, This may be the result of 
technological change, which often leads to a need. 
for new types of skills, while the demand for other 
skills alls For example, computer technology the 
introduction of automated teller machines (ATMs), and 
electrical relays d digital switching technology greatly 
reduced the nesd for typists, bank tellers and telephone 
‘operators, while increasing the need for workers 
with computer literacy and computer programming. 
and other skills. There are growing concerns that 
automation (the introduction of automatic mach 
vamufacturing) may increasingly lead to job losses 
nd therefore to more of this type of unemployment 
According to à study by Oxford Economics the 
introduction of robots around the workd inay replace 
20 million manufacturing jobs by 3030. Those who lose 
heir jobs will likely find jobs in other sectors including 
transport, construction, maintenance and oflice work 
“The study notes that arcis whre workers tend to have 
lower skills will be strongly i fecta 


In addition, changes in demand for labour skills 
may occur because of changes i the structure of the 
economy lading to some growing industries and some 
declining indusuies. Workers who lose their jobs in 
declining industries may not have the necessary skills 
to work in growing industries and become structurally 
unemployed. For example, as the agricultural sector 
declines in relative importance and the manufacturi 
nd services sectors grow, agricultural workers may 
jose their jobs. Workers lacking the necessary ll to 
work in industry or services may become structurally 
unemployed. (This type of structural chage was 
explained in terms of income elasticity of demand 
(YED): see Chapter 3) 


These kinds of changes lead to mismatches between 
labour skills demanded by employers and labour skills 
supplied by workers Such mismatches cause structural 
‘unctaployment, 


‘Changes in the geographical location of jobs 
When a large firm or even an industry moves its physical 
location from one region to another, there is a fall in 
demand for labour in one region and an increase in. 

the region where it relocates: (The same problem could 
arise if a large firm or industry closes down.) If people 
cannot move to economically expanding regions, they 
may become structurally unemployed, Sometimes firms 
relocate to foreign countries, increasing the overall 
structural unemployment within a country. Once again, 
‘the result will be à mismatch between labour demanded 
and labour supplcd within a geographical region 

(or country) 


Using diagram to show structural unemployment 
iis from mismatches between labour demand 
an labour supply 
Structural unemployment arising from mismatches 
between labour demand and supply can be shown in 
Figure 10.1(a, showing the labour market for a particular 
industry (or market) or for a particular geographical aren. 
‘The vertical axis measures the wage (the price of labour) 
while the horizontal axis measures the quantity of labour 
The demand curve shows the quantity of labour firms 
are willing and able to hire at each wage, and the supply 
curve shows the quantity of labour workers supply at 
cach wage. The initial equilibrium is determined by S and 
Dy at Wi and Qy 


Suppose now that due to technological change that 
reduces dersted for some labour skills or due to a 
change in c structure of the economy, or due to the 
move of an industry to another geographical arca, 
thee is a fall in the demand for labour, shown by the 
shift from D, o Ds. If market forces worked perfectly, 
the problem of structural unemployment would be 
solved, At the lower wage Ws, only Qs workers would 
Want to work, so at that lower wage there would not 
be any excess supply of labour, However in practices 
‘wages do not fall easily over short periods of time, 
and if they were to fall they would need a ong time 
dodo so. This means that if tbe wage remains at W 

at Teast for the foreseeable future, this gives rise to an 
Excess supply of labou Vit corresponds to structural 
unemployment erate hy the fall in the demand for. 


"Sources https Avew bbe cov business 8740799 
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a Mamatches between labo 
demand and labour sung 
falling demand forlsbour. 


b. Minimum wage legislation and 
labour union actities lead to 
higher than equilibrium wages 
and lower quantity of cour. 


€ Labour market rigidties lead to 
an increase in costs of production. 
(eupply shifts to the lef}, causing 
a fallin O produced; employers 


demandes Pim fr ars 
un 
W| abou surplus of 
unemployment / labour 
dosene 
wj- 
| 
$——Àáar8— 3s oe «a c 
EXAM panty cf bor 


Figure 10.1: Structural unemployment 


labour, Even if the wage fall a little, there would still 
be an excess supply ot labour as long as it does not 
drop fo the level of Wa? 


Labour market rigidities 


Labour market rigidities are factors preventing the force 
of supply and demand from operating in the labour 
rst, They include: 


+ minimum wage legislation, which leads to higher 

than equilibrium wages 

^ labour union activities and wage baring with 
employers, resulting in higher than cquilibrium wages 

^ employment protection lays, which make it costly 
for firms to fire workers (because they must pay 
compensation), thus making firms more cautious 
about hiring 

^ generous unemployment benefits, which increase the 
attractiveness of remaining unemployed and reduce 
the incentives to work. 


Although economist do not always agree on the effects 
fof these factors on unemployment, many argue that 
they ate responsible for higher unemployment rates in 
countries with strong labour protection systems (such ax 
in Europe) compared to counties with Weaker labour 
protection systems (such as the United States). 


Using diagrams to show structural unemployment. 
scit from labour market rigidities oiii 
Unemployment arising from minimum wages and labour 
‘union activites lending to higher than equilibrium 
‘wage can be shown in a labour market diagram, at in 
Figure 10.10). The higher than equilibrium wape, I 
rit in unemployment of labour qual to Q, Oy 

You may note vhat this diagram ithe same s 

Figure 49 (Chapter 4) showing à price or appli in 
the labour market. 


Unemployment arising from minimum wage legislation, 
bour union activities ud employment protection laws 
‘an also be shown indirectly, through a product supply 
and demand diagram, asin Figure 10. (6). Higher than 
equilibrium wes and employment protection ead to 
higher costs of production for firs, causing the firm 
supply curve to shift to the left from S, to 5, leading to 

a smaller quantity of output produced, Qs instead of Q 
Firas therefore hine a smaller quantity f labour and this 
contributes to structural unemployment of these types- 


Structural unemployment (ofall types) is a serious type of 
unemployment because it tends to be long term. A certain 
amount of structural unemployment is unavoidable in any 
dynamic, growing economy, and is therefore considered 
tbe part of ‘natural unemployment’. However, this 

docs not mean it cannot be lowered, There are many 


Some economists make se cf a ferent type of labour maet dagrar, hich shove wa abou apy cues: ane for the abe force, and 
anolherepreerüng the wilingneas o! werkrs to taka on als at diferant wage levele ha horizontai illeence between the o supply cuves 
tthe market esr wage episert natural unemployment [f which sucus P most mporant) Tha dagran presents natal hence 
tucuri)unerployené as being ehe voluntary jalea x, but woars chassa nat to take em because ey do nat wart tham Ti 


y cra representat oi 


tructura unamploymers, wbich a Bat people want te wark but cannot rd obe 
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policies governments can pursue to reduce it, including 
measures encouraging workers to retrain and obtain 
new skills and to relocate (move) to areas with greater 
employment oppoitusties providing incentives to firms 
to hire structurally unemployed workers; and measures 
to reduce bou market rigidities. These policies wll be 
discussed in Chapter 13. 


Frictional unemployment 
Final unemployment occurs when workers are 
between jobs. Workers may leave their job because they 
have been fred, or because they are in search oa better 
Job, or they may be waiting to start a new ob, Frictional 


unemployment tends to be short term, and does not 
involve a Tack of skills that are in demand. It is therefore 
Tess serious than structural unemployment, 


A certam amount of frictional unemployment is 
inevitable in any growing, changing economy, where 
some industries expand while others contract, some firms 
grow faster than others, and workers seek to advance 
heir income and professional positions, An important 
cause of frictional unemployment is incomplete 
information between employers and workers regarding 
Job vacancies and required qualifications Imagine 

100 job vacancies and 100 job applicants who have 
exactly the right job qualifications, Because of incomplete 


Tho toxtil industry in daous R 
Naoussa is a city in northern Greece with a centuries 
old textiles industry, based on highly labour-intensive 
production methods. When the markets of neighbouring 
transition economies opened up in the 1990s, Grook 
firms found it profitable to relocate to countries including 
Albania, Bulgaria, North Macedonia and Roma 

is. The Grek 


ir fring rules, extension of overtime work), yet 
Greek firms used tome of these provisions to reduce their 
local workforce and move abroad, 


In 2005, the removal of trade barriers on imports of Chinese 
according to WTO rules; see Chapter 15) led to 

a huge increase in Chinese textilas in the 

forcing many Greek textile firms to close down 
unable to compete with the lower-cost Chine 


Naoussa was one of the areas most strongly affected. The 
combination of (i relocations and firm closures led to the less of tens of thousands of jobs. In 2005, 
unemployment in Naoussa was estimated to have reacheci à racord 35-40%. 


Source 


\apted from Mary Lembessi, ‘Clothing exports dealt a blow’ in Kathimerini, 23 
‘September 2005, European industrial relations obtervatory on-line’, 
Measure adapted in support of redundant textiles workers‘, 2 October 2006 


Applying your skills 
1 Identify the kind of unemployment waz Naoussa experiencing by 2005, 
2 Use a demand and supply diagram to explain how this type of unemployment came about, 


3 a Use a demand and supply diagram to show the effects of legislation intending to lower labour 
costs in the textile industry. 


b Why do you think this legislation was ineffective in keeping Groek firms from relocating? 
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information, it takes time for the right applicants to get 
matched up with the right jobs. Therefore, frictional 
‘unemployment is also part of natural unemployment, 


Measures to deal ih frictional unemployment aim at 
reducing the tiras that a worker spends in between jobs 
and improving information flows between workers and 
employers (see Chapter 13) 


Seasonal unemployment 


‘seasonal unemployment occurs when the demand for 
labour in certain industries changes on a seasonal bast 
because of variations in needs, Farm workers experience 
seasonal unemployment because they az hired during 
peak harvesting seasons and laid oif Yor the rest of the 
year. The same applies to lifeguards and gardeners, who 
‘re mostly in demand during summer months, people 
working in the tourist industry, which varies from season 
to season, shop assist, who are in greater demand 
during peak selling snouths, and many others, 


Some seasonal usemployment is unavoidable in any 
economy, es there will always be some industries with 
seasonal variations in labour demand, Therefore, seasonal 
‘unemployment is also part of natural unemployma 


Structural, frictional and seasonal 
unemployment: the natural rate of 
unemployment 


As you know from Chapters 8 and 9, when the economy 
produces at full employment output. or potential 
output, it has unemployment eqis fo the natural rate 
of unemployment. We are now in a position to define 
this more accurately. The vataral rate of unemployment 
is equal to the sum of stzvetural, frictional plus seasonal 
unemployment. Another way of saying this is that 

when an economy has full employment’, it actually has 
‘unemployment equal tø the sum of structural, frictional 
and seasonal unemployment. Theory of knowledge 10.1 
below examines this peculiar terminology. 


Cyclical (demand-deficient) 
unemployment 


We have seen what types of unemployment ext when an 
economy is producing at its potential or ful! employment 
level of output. What about unemployment arising 
When the economy produces less 1an its potential 
output? Unemployment now consists of additional 
unemployment, over and abeve the natural rate, which is 
known as cvetica unemployment 


Cyclical unemployment, as the term suggests, occurs during 
the downturas of the business cycle, when the economy is 
in a deflationaryfrecessionary gap. The downturn is seen 
as using from declining or low aggregate demand (AD), 
and o is also known as demand-deficient unemployment. 
As real GDP falls due toa fall in 4D, unemployment 
increases because firms lay off workers In the upturn 
of the business cycle, as real GDP increases, the 
deflationary/recessionary gap becomes smaller and cyclical 
unemployment falls When the economy produces real 
GDP at the level of potential output, there is no longer 
any cyclical unemployment, it is equal to zero. 
Although cyclical unemployment is a Keynesian concept, 
it cun be illustrated by use of both the monetarist/new 
classical and Keynesian versions of the 4D-43 model, 
shown in Figure 10.3, In both parts, the economy is 
initially producing potential output Yp, with zero cyclical 
‘unemployment. A fall in aggregate demand, causing AD) 
to shift to Ds, creates a deflationary/recessionary gap as 
Teal output falls to Y. At Ys the new unemployment 
ial unemployment 


Tho monetarist/naw classical model 


uus 


price level 
2 


The Keynesian model. 


Keynesian as 


price level 


o [A 
m 
Figure 10,3: Cycical unemployment 
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Since cyclical unemployment arises from a deficiency 
of aggregate demand, measures to reduce this 
unemployment involv the use of government policies 
to increase aggregate demand, and eliminate the 
recessionary gap (see Chapter 13). 


The four types of unemployment in 
relation to the AD-AS model 


The four types of unemployment are shown in relation 
fo the AD-AS model in Figure 10,4. (For simplicity, the 
monetarist/new classical model is shown.) At output 

Yp, renl GDP is equal to potential or foli employment 
GDP. where there is unemployment equal to the 
natural rate, or the sum of structural, frictional and 
seasonal unemployment, and cyclical unemployment is 
equal to zero. 


1 GDP falis to any level less than Yp, there is a 
delationary/recessionary gap, and unemployment 
Increases o that in ditio to structural plus frictional 
plus seasonal unemployment there is also cyclical 
{emand-defiicnt) unemployment, If GDP increases 
to any level greater than Yp, there is an inflationary 
ap, and unemployment falls below the natural rae of 


unemployment. This means that some workers who 
Were structrill frictionally or seasonally unemployed 
now find jobs However, these jobs tend to be of a short 
duration, because the economy does not usually remain 
in an inflationary gap indefinitely, The government 

is likely to step în with policies (that we will study in 
Chapter 13) to bring the economy back to output 

level Y,, where unemployment will once again reach the 
natural rate. 


Whereas it is a imple matter to distinguish between 
the four types of unemployment on a theoretical 

level in the real world it can be very difficult to 

identify and distinguish between the diferent types of 
unemployment. The libous market is in a continuous 
state of change, with some workers quitting their jobs, 
others being ied, with some unemployed workers 
Waiting for an appropriate job and others retraining for a 
new job, with some firms expanding, others contracting, 
and with some people newly entering the labour force 
and others leaving, The uncertainties surrounding the 
canes of unemployment mean that it is not always 

an casy matter for governments to devise appropriate 
policies to lower it 


LRAS 
SRAS 
1 
$ 
H 
à 
AD 
o Teal GDP 
i 
recessionary gap: ot potential GDP, inflationary gap: there is zero 
unemployment » natural rate, unerpoloyment equals the sum. cyclical unemployment; 
and there is cyclical of structural «frictional + unemployment < natural rate, 


‘unemployment. in addition 


Seasonal unemployment 


because a portion of structurally, 


to structural» frictional + seasonal (or natural unemployment) frictionally and seasonally 
Unemployment there is zero cyclical ‘unemployed find 
unemployment temporary employment. 


Figure 10.4: The four pes of unerccloyment in relation to the AD-AS model. 
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TEST YOUR UNDERSTANDING 10.2 

4 Explain whether or not full employment mean. concepts of full employment’ and potential 
the absence of unemployment. output in the context of the AD-AS model 

2 Describe, using examples, the meaning and 5 Using a diagram, explain cyclical (demand- 
‘causes of structural, frictional and seasonal deficient) unemployment and the 
unemployment. circumstances under which it arises. 

^ Use diagrams to show structural 6 Identify and outline the different kinds of 
unemployment arising from unemployment an economy is likely to be. 


a a change in demand for labour ills, Miperenind Wien it thn 
b a change in the geographical location of dad coda ad 


industries, and b an inflationary gap, and 
© higher than equilibrium wages £ when it is producing real GDP equal to 
poteniial GDP. 


4 Outline how the sum of structural frictional 
and seasonal unemployment relates to the. 


THEORY HF KNOWLEDGE 10.1 


What is ‘natural’ about the natural rate of unemployment? 
We have defined the natural rate of unemployment to be the sum of structural, fiction 
‘unemployment, or mor 'unempleymant oth 
unemployment ‘natural’ appears strange: it suggests Ù 
These types of unemployment. Yet, whot can be "natu 


h strange that nds to ull employment. Even though, as we know, it 
is never possible to have full employment in the ‘of ero unemployment, vi should the presence of 
structural, fretional and seasonal unemployment be known as ull employment’? 


is something normal, usual or standard about 
about particular types of unemployment? 


We can understand the reasons behind the use of these terms if we put the natural rate concept in 
historical perspective. This concept was developed in the late 1940» by Milton Friedman, the founder of 
‘monetaris’ for which he received the Nobel Prize. (Edmund Phelps, another Nobel Prize winner, also 
independently developed this concept) 


The natural rate concept is a reflection of the monetarist medel, which views the economy as a stable 
system that automaticaly tends toward long-run equilibrium where there are no recessionary or inflationary 
gaps (see Chapter 9, Section 9.3). In this view, the forces of supply and demand werk to allocate 

resources efficiently and the most efficient allocation that is possible is reached when the economy is at 
long-run equilibrium. If the labour market warkedl completely perfectly according to supply and demand, 
unemployment would in fact drop to zero, However, in the real world this does not occur, because of 
institutions that lead to labour market imjer‘ections: there will always be some people who cannot 
instantly find jobs due to lack of information, but in addition, and most importantly, people cannot find 
jobs because of the presence of labour market rigidities, including minimum wages, labour union activities 
and lack of incentives to work. 


LC A mH€ImM/MJja;AAMÉL —SSSSS «|I 
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NTIN 


Infact, Friedman believed (and monetarist economists continue ta believe) that the natural rate of 
unemployment is caused only by labour market rigidities. Inthe long run, labour market rigidities can. 
explain all typos of unemployment, including frictional, seasonal and all of structural unemployment 
discussed bove (cyclical unemployment, you may remember, is zero when the economy is at long-run 


equilibrium), If people become unemployed because industries change or move, in the long run in a free 
competitive market they would all respond to market Incentives and they would all find jobs. 


Therefore, in this view, in the long run, all unemployment arises naturally from an imperfectly working 
labour market. Since the labour market institutions that lead to this natural unemployment are considered 
as given (fied) in any economy, itis 'reasenable' to consider that the economy has full employment when 
all workers are employed except those who are unemployed due to the labour market imperfections. 


it is worth quoting Nobel Prize-winning economist Robert Solow once again: 


"Whether the social scientist wils it or knows it, perhaps even if he fights it, his choice of research 
problem, the questions he asks, the questions he doesn't ask, his analytical framework, the very 
words he uses, are all likely to be, in some measure, a reflection of his interests, ideologies and 
values." (is analytical framework, the very words he uses) 


Friedman was ar; enthusiastic believer in the powers of tho fro» market to solve the major economic 
problems, and he strongly opposed government interventicn. His political convictions and values 
Undoubtedly influenced his theoretical orientations, as well as his choice of words, His 
importan! Impact on policy-making, ly during tho 1970s and 1980s, and 

in the development of supply-side policies (see Chapter 13). 


a Keynesian economist 
wrote the following: 


the location of the natura! ate is not actually observed. Worse, the damn thing will not sit stil. t 
!t only invisible, it moves... [Economists] obsessively estimate and re-estimate the location of the 
natural rate, in order to quid their policy judgements. Sadly, they have never yet been able to predict 
its location..." 


In addition to being difficult to estimate, the natural rate of unemployment is also imprecise as to 
its meaning, In this taxt, we follow the practice of most textbooks in using the term "natural rate of 
unemployment to refer to the sum of structural, frictional and seasonal unemployment, This is a 
convenient way to make a distinction between cyclical and all other types of unemployment. This does 
not presuppose that it is easy of even possible to actually measure any type of unemployment individually 
As noted in the text, in the real world it is very dificult to distinguish between the different kinds of 
‘unemployment. 


We and with a question. Why do economists bother to measure the ‘natural rate of unemployment and 
why is this so important? We will return to this question in the Theory of knowledge 10.2 at the end of this 
chapter (at HU) 


an, The Philosophy of Economics, Cembrdge Universtiy Pras. 
t March-April 


"Robert M Solow (194 ‘Selene sd ideology in economies; in D. M. Ha 
mes K Gal 


LE S T — 
w) 


th (1994) The sender of economic polisy’ in The American ros 
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Thinking points 
* Do the terms natural rate of unemployment and 'full sinployment’ have a normative aspect? What do 
they suggest in terms of government policy action (or inaction) to reduce the rate of unemployment? 


+ Con the use of language to reflect an underlying political ideology interfere with the use of the 
scientific method? 


* Bo you agree with Friedman (and other economists) that all non-cyellal unemployment can be 
‘explained in terms of labour market institutions that create rigidities in the labour market? 


10.2 Low and stable rate of inflation 
LEARNING ObIER QE 
hw 
ES 


‘Tha pont appears at ADD in tha wlabus, homever t becomes AOS in the point entitled Relate costs af unemployment versus ination" 
corédered [ater in thie chapar 


Bh 
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Inflation, disinflation and 
deflation 


{nation is defined as a sustained increase in the 
general price evel. When we speak of the ‘general 
price evel we refer to an average of prices of goods 
and services in the entire economy, not to the price of 
any ous particular good or service Sustained’ mesos 
{Hat the general price level must increase to a new level 
‘ind not fall back again to its previous lower ve 
Further, an increase in the general price level does not 
necessarily mean that prices of all goods and services 
are increasing; prices of some goods and services may 
be constant or even falling, while others are increasing. 
"The presence of inflation indicates that prices of goods 
and services are increasing on average, 

‘Deflation is defined as a sustained decrease in the 
general price level. As în le case of inflation, deflation 
refers to an average o! prices it is likely to be uneven, 
with some prices constant or even increasing. 


Inflation is far more common than deflation; in fact, 
since the 19¥0s (the period of the Great Depression) 
most economies around the world have been 
experiencing a rising price level, or inflatio 


Students sometimes confuse the difference between 
changes in the price level and changes in the rate of 
inflation, In our discussions of the AD-AS model, we 
have frequently seen increases in the price level; these 
‘dicate inflation; A change in the rate of inflation, by 
contrast, refers to a change in how fast the price level 
is rising. I the price level increases by $%⁄ in or 
and then increases by 7% the west year, this represents 
E A etek hepa 
increases by 10% in one year and by 7Y the next year, 
this represents a deceune m the nate of inflation, and is 
called diiflatior. Disinflation therefore occurs when 
inflation occurs at a lower rate 


‘You must atso be careful not to confuse a fall in the rate 
of inflation, or disinflation, with a all in the price level er 
deris. A fall in the rate of inflation, such as from 10 

1o 7, means that the price level is increasing at a lower 
rale, hence is disinflation. A fall in the price level indicates 
that deflation is occurring. Deflation can be thought of as 
negative inflation. For example, deflation i -2% means 
that the price level is falling at the rate of 2 


Measuring inflation and 
deflation 


The consumer price index 


Measures of inflation (and deflation) are obtained by use 
of price indices (indices is the plural of index), A price 
index is a measure of average prices in one period relative 
to average prices in a reference period called a base 
period. One of the most commonly used price indices to 
measure inflation is the consumer price index (CPI). 


"The consumer price index (CPI) is measure of the cost 
of living, or the cost of goods and services purchased by 
"he typical household in an economy. It is constructed 

by a statistical service in each country, which crentes a 
hypothetical basket containing thousands of goods and 
services that ore consumed by the typical household in 
‘the course of year The value of this basket is calculated 
for a particular year (called a base year; this is done by 
 mipiying price times quantity for cach good and service 
in the basket, and adding up to obtain the total value of 
the basket, The vale of the sume basket of goods and. 
service is then calculated for subsequent years The result i 
anseres of numbers that show the value of the same basker 
‘of goods and services for diferent ears The CPI is then 
constructed to show how the value of the basket changes 
from year to vear by comparing its value with the base yea 


Once the consumer price index i constructed, inflation 
‘and deflation can be expressed as a percentage change 
fof the index from one yeas to the other, which is simply 
a measure of the perceninge change in the value of the 
basket from one ear to another. Since the value of the 
basket changes from one period to another because 
‘of changes in the prices of the goods in the basket, 
these percentage changes reflect changes in the average 
price level, A rising price index indicates inflation: a 
falling price index indicates deflation. CPIs and rates 

of change in the price level are also calculated on a. 
monthly basis and a quarterly basis 


The consumer price index (CPI) is a measure of 
the cost of living for the typical household, and 
compares the value of a basket af goods and 
services in ane year with the value of the same 
basket in a base year. Inflation (and deflation) are 
measured as a percentage change in the value of 
the basket from one year to another. A positive 
percentage change indicates inflation. A 
negative percentage change indicates deflation, 


w) 
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» Constructing a weighted price 
index (HL only) 


We will construct a consumer price index (CPI) for a 

simple economy where consumers typically consume 

three goods vad services: burgers, movie tickets and 

haircuts, shown in column 1 of Table 10,1, Column 2 

gives us the quantities of each that the typical household 

buys in a year; these are the weights, Note that a weighted 

rice index is a price index that weights the various 

goods and services according to ther relative importance 

în consumer spending. To construct a CPI, we follow 

these steps 

35 Decide which of the years will he the base year; we 
choose 2017, 

Use the price of each pood and servie in the base 

year (2017), to calcutate its base year value (multiply 

quantity in column 2 by 2017 prices in column 3); 

these values appear in column 4 

Adi up all values in column 4 to get the total 

value of the basket in the base year; this is $756, 

appearing at the bottom of column 4, 

Use the price of each ood and service in 2018 

to calculate its 2018 value (multiply the number 

of units in the basket (column 2) by 2018 prices 

{column 5); then do the same using 2019 prices 

(column 7} the resulting values appear in column 6 

for 2018 and column 8 for 2019. 


55 Add up the values in column 6 to obtain the total 
value ot the basket in 2018; this is $798 appearing 
atthe bottom of column 6: do the same to find 
the value of the basket in 2019, which is $900, 
appearing at the bottom of column 8. 

We now have all the information we need to construct 
‘our price index for 2017, 2018 and 2019. Note that: 


price index for a specific year 


Value of same basket in base year "°° 


Therefore, the price index numbers for 2017, 
2018 and 2019 are: 
756 
7 = 22 100 = 1.00% 100 
= 100.0 
798 
728 4 100 = 1.085 «100 


price index for 201 


price index for 2018 = 


= 105.5 


100 = 1,190100 


Noto that tho price index for tho base year is 


always equal to 100, 


sn 
5375 

15 su | $270 320 $300 E] $315 
$756 5798 $900 


'onstructing a hypothetical price index 


aerae rather than onthe quart of each good ar sanace consumed 


woe he weights ve to construct the CP are based on the proportion of consumer spending on each good ar service on 


xo) 
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To construct a weighted price index, (find the 


value of the basket in current prices for each 
year; i) divide the value of the basket for each 

year by the value of the basket in the base year 
and muliply by 100, This wil give you the price 
index number for each year 


In he real world, calculations of price indices are 
toraplicated as they involve collecting price data on 
thousands of goods and services and carrying out all 
necessary computations This is done by specialised 
statistical services in every country. 


Using a weighted price index 
(the CPI) to calculate the rate 
of inflation 


A price index can be ed to calculate the rate of inflation, 
Suppose we are given the following price index (iis 
actually the one saleulted above for HL), The third row 
ls shows the value of the basket foreach of the year 


1000 | 1055 | 1190 


[atue of bastet f TT RETE 


The rate of inflation is the percentage change in the pri 
index. Itis also given by the percentage change in the 
value of the basket, (This follows from the fact that the. 
price index s calculated from the values of the basket.) 
‘The percentage change in a variable A is calculated by 
the following: 
i change in 
Final value of A. 
‘itil Value ofA 


(See (Quantitative techniques’ chapter in the digital 
cousschook for more information. 
To cateulate the percentage change in the price leve! from 
2017 to 2018, we have the percentage change in price 
index from 2017 to 2018: 
= 1055-1000 
1000 


x10=5.5% 


In fact, we did not need to do this calculation: we can 
simply read the inflation rate from the price index, since 
1055-10005, 


When the price level is presented as a price 
index, the rate of inflation is equal to the index 
number of any year minus the index number of 
the base year (which is always 100) 


“Therefore, it follows that the rate of inflation in the period 
2017-2019 is 119.0~ 1000 = 19.0%, However, it is only 
powsible to read T the rate of inflation from a price index 
in this simple way in those cases involving a percentage 
change in the price leve! relative o the hav year, whose 
price index number is equal to 100 In other cases, we must 
use the formula above to calculate the rate of inflation. For 
example, to find the rate of inflation in 2018-2019: 


echange in price index in 2018-2019 


= *1007 12.89 
usi x IN e I 


We could have found the same rates of inflation by 

Sallling the percentage changes in the value of the 

basket: 

ange in value of the basket in 2017-2018, 

= 198-756 gg = 

= BEIS age ss 

ange in value of the basket in 2018-2019 
200-794 

D 
percentages are the ame as those calculated by use of 
the consumer price indes 


xam 


2494, We can see that these two 


Note that a price index with increasing values over me 
(such a the example above) indicates inflation. Decreasing 
vals uver time indicate deflation. Also, note that th 

first year in a price index need not be the base year, For 
example, suppose we have the following price index: 


| 1000 | 1073 | w97 | 107s | 


The base year is 2001, for which the price index is 10. 
"This price index indicates that inflation has occurred in 
2000-2001, 2001-2002, and 2002-2003, but deflation has 
occurred in 2003-2004, 


^ Note that we can aniy use this re or years after the base year and not before Far example CPI is 92 in 2007 and 100 in 2008, we. 


ation aT 


vol ey there kan Bk inerents nthe price even the period 2007-2008. To convince yoursel, do the 


etin Yow wil hd that he 


ES 
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Calculating real income 
(Supplementary 
Tn Chapter 8, we learned how to calculate real GDP 
from nominal GDP using the GDP deflator. We can 

calculate real income (of consumers, 
pensiones or other social groupe 


nominal income | yog 


Clearly, if nominal income increases by the same 
percentage as the price level (measured by the CPI), eal 
income remains unchanged. The CPI is, in fact, very ust 
for calculating adjustments that must he made to nominal 
income (of wage-earners, pensioners cic.) in order for these 
groups o maintain a constant ov increasing rea income. 


A word of caution 


Since the CPI compares price levels based on goods 
and services in a specie basket, it only makes sense to 


jYR UNDERSTANDING 10 


1 Describe the meaning of the consumer price 
index (CPI) and explain the purpose for which 
itis constructed, 


2 a Distinguish between inflation, deflation 
and disinflation, and provide numerical 
‘examples illustrating each of these, 


b Explain, using examples, the difference 
between an increase inthe price level and 
an increase in th» rate of inflation, 


3 Consider the following price index with 
corresponding values of the basket for the 
period 1997-2001, 


gr: 
Lv | ss [ 10 | 105 | 107 


c Identify the base year. 


b Calculate the rate of inflation in the periods 
2016-2017, and 2016-2018 without using 
the percentage change formula. 


c Calculate the rate of inflation/detlation in 
2014-2015, 2015-2016, and 2017-2018 
using the CPI. 


calculate nflaion rates [rom a price index constructed 
by use ofthe same basket. Further, it is not possible to 
make comparisons of price levels (Le calculate rates of 
inflation) across years by use of price indices that have 

a dierent base year, even if the basket of goods and 
services is the same. Therefore, for comparisons of index 
numbers to be meaningful, the index numbers must be 
calculated using the same base year, and for the same 
basket of goods and services 


Comparing the CPI with the GDP 
deflator (Supplementary material) 

I you would like to lear sbout the differences between 
the CPI and the GDP decr another price index we 
discussed in Chapter * you may read about this in the 
digital connehock. 


d Identify tho period of time when defl 
‘occurred, 


© Outline whether disinflation occurred at 
any time, 


4^ Outline why it is important to use ‘weight 
for the goods and services consumed by the 
typical household 


5 (HL only) Using the data from the table, 


a comstuet a consumer price index using 
2009 as the base year 


^ Identify the weights you are using. 


© Calculate the rates of inflation/deflation 
for the years 2015-2016, 2016-2017, 
2017-2018, 


d. Identify the years when inflation/detlation/ 
disinflation occurred, and explain your 
‘conclusions 


© Construct a new price index using 2017 as 
the base year, 


A Calculate the rates of inflation/deflation for 
the same three-year periods as in question (c). 


E 
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3 Compara the rates of inflation/deflation 


you found using the two price indices 
{thay should be the samel). 


h Explain whether or not it would it make 
sense to compare an index number from 
the first price index with an index number. 
from the second price index. 


= 
las 

m 25 23 D 7 n 
Movie ickets| — 9 7 38 In 
Bus rides a7 2 a D 3 


Problems with the consumer 
price index (CPi) 


Different ratis i inflation for different income 

ate of inflation calculated by use of 

sts the change in average prices of 

‘goods and services included in the basket. However, 

different consumers have different consumptio 

Patterns depending on their income level 

‘hese may differ from what i included i 

basket. This means they face different rates o 
ion than w 
CPL basket 

^ Different rates of inflation depe 
or cultural factors, Exactly the same idea as above 
applies to consumer groups whose purchases dier 
from the typical household's consumption patterns, 
because of variations in tastes due to cultural and 
regional factors 

+ Changes in concwaption patterns due to consumer 
substitutions when relative prices change. Each 
pood ad service included in the busket is weighted. 
(mulled by the number of units of the good ør 
service purchased by the typical household over a 
year), However, as some goods and services becoune 
Cheaper or more expensive over time, consumers 
make substitutions buying more units of the 
cheaper goods and less of the more expensive 
ones. This results in changing weights. bui because. 
the weights in the basket are fixed, re changes in 


consumption patterns cannot be accounted for 
in the CPL. Therefore, the CPI gives a misleading 
impresion of the degree of inflation, usually 
‘overtaing it 

Changes in consumption patterns dwe to increasing 
use of discount stores and sales, In many countries 
consumers increasingly make use of discount stores 
and sales, thus buying some goods and services at 
Tower prices than those used in CPI calculations 
This is another reason why the CPI tends to 
‘overstate inflation. 

Changes in consumption patterns due to introduction 
of new products. In this case, to, a fixed basket 

of goods and service: cannot account for new 
products introduced into the market, as well 

on older products that become less popular 

orare withdi sin (consider for example the 
replacement of DVDs by on-demand services 

such as Netiv). 

Chasges in produet quality. The CPI cannot account 
for quality changes over time. 

International comparisons, The CPIs of differ 
countries differ from each other with respect to the 
types of goods and services included in the basket 
the weights used and methods of calculation. Thi 
limits the comparability of CPIs and inflation 
rales from country to country. To address this 
problem, the European Union (EU) has devised a 
Harmonised Index of Consumer Prices (HICP). 
"The HICP determines consistent and compatible 
rules that must be followed by EU countries in 


ED 
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order to calculate CPIs that are consistent with in any of the determinants of aggregate demand (see 
sach other? Chapter 9, Section 9.1), Assume the economy is initially 
Comparability over time, Virtually sllcountries around l full employment equilibrium, producing potential 
the world periodically revise their CPI baskets and GDP. shown as Yp in Figure 10.5(a) and (b). The 
change the hase year (usually about every ten years) €€00MY experiences an increase in aggregate demand 


et odeal wih many of the probleme feted abone appearingasa rightward shift of the 4D curve from 
In many countries the weights of goods and services 4, to ADs in both diagrams, The impact on the 


ave changed as often as every year, This means economy is to increase the price level from PI, to Ply 
that whereas price index numbers are compacable and to increase the equilibrium level of real GDP from 
ver short periods of time, over longer periods Y, to Ying: The increase in the price level from P to 

comparability is lessened because of cumulative Pl due to the increase in aggregate demand is known 
changes in the basket of goods and services, ans demand-pull inflation. 


n a The monetarist/new cinsnical modal 
The core rate of inflation 


(Supplementary material) iras 


‘There are certain goods, notably food and energy 

produci (ch ax oil) th: c highly volatile prices 

{meaning they uct widely over short periods i 

f limo) Reasons cr price volatility include wide in 

swings in supply or demand, causing large and abrupt t 

price changes When such goods are included in the in ADs 

CPL they mny give rie to misleading impressions 

regarding the rate of inflation To deal with this problem, 

economists measure a core rte of fion, which vell AD, 

EE done by constructing a CPI that doe not include food 

ond energy products with highly volatile prices 3 Yp Yint 
real GDP 


SRAS 


b The Keynesian model 


Explain why the CPI may not be an acura 


ning of a core 
rate of inflation and how this is calculated. 


Causes of inflation 


We will examine two causes of inflation: demand. pull 
inflation and cost push inflation, 


o % Yea 
Demand-pull inflation Ns 
Demand-pull inflation is caused by increases in 


‘aggregate demand. in turn brought about by changes Bier 10.851 Demand eolefason 


{The HICP does not determine a undc basket far ali countries this is done in recognition af the peint nated above that dierent 
realonsicauiien huva diferent coruption patema due to diverse tastan, cultural ictor end Income levela), The HICP succaods to a. 
lige entant reclong he come problem, and whereas ti not tended t replace national CH a uted in al eane where 
enmparisons across countas nee ta be made. Tha HICP à calculated by al! European Union countries pus sland and Norway The Rat 
Eare year to be ud was 1974 ard the den began beng calculated rom January 1777 


 — MÀ o ——————— MÀ, ——————ne 
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Note that demand-pull inflata is associated with an 
inflationary gapi real CDP is greater than full employment 
GDP, and unemployment falls to a level below the natural 
rat of unemployrusut. The demand for labour is so large 
that some worker: who are structurally, frictionally or 
seasonally unctaployed temporarily find jobs, 


Demand-pull inflation involves an excess of. 
aggregate demand over aggregate supply at the 


full employment level of output, and is caused 


by an increase in aggregate demand. It is shown 
in the AD-AS model as a rightward shift in the 
AD curve. 


Cost-push inflation 


Cost-push inflation is caused by increases in costs of 
production or supply-side shocks, Assume the economy. 
5s initially at the ful! employment level of output, Y, in 
Figure 10.6, and suppose there is an increase in costs 
of production. The SRAS curve shifts from SRAS} to 
RAS, lean to an increase in the price level from Py 
"o Pla a fall in the equilibrium level of real GDP 
from Y, 10 Y. The increase in the prie level due to the 
fallin SRAS i known as cost push inflati 


Cost push inflation is analysed only by means of 
the monetaritinew classical AD-AS model, The 
Keynesian model is not equipped to deal with short- 
term fluctuations of appre Keynes was 
concerned with showing t d 
demand causing short-term fuctwations, The output 
level Yo though indicating a recession, is not called 
an recessionary/deflationary pap, because output gaps 


veal GOP 


ost push inflation 


(whether recessionary or inflationary) can only be 
caused by too lile or too much aggregate demand (see 
Chapter 9. footnote 4) 


In Chapter 9, we saw that a decrease in SRAS poses a 
special et of problems because it leads to both inflation 
and a fall in eal GDP (with more unemployment; 

see Section 9.3), The presence of both inflation and 
‘unemployment is called stagflation, a combination 

of the words ‘stagnation’ and inflation’. This should 

be contrasted with an increase in aggregate demand 
leading to demand-pull inflation, which results in a 
higher price level but an ierease in real GDP (with less 
unemployment), Cost-push inflation, or stagflation, is 
more dificult to deal with effectively, as we will discover 
in Chapter 13, 


Cost-push inflation is caused by a fall in 
aggregate supply, in turn resulting from increases 
in wages or prices of other inputs, shown in the 
AD-AS model as leftward shifts of the AS curve, 


41 Using appropriate diagrams, explain the 
difference between demand: pull and cost- 
push inflation. 


2 Outline why cost-push inflation is potentially 
mere serious than demand-pull inflation, 


3 Using diagrams, show the effects on the. 
price level of the following events, and 
explain whether itis cost-push or demand- 
pull inflation 


^^ Real GOP in foreign countries that trade 
with your country increases, leading to 
increased demand for your country's 
exports 

b Businesses are optimistic that a 
recession is about to end, and so 
increase investment spending. 


c Anincrease in housing prices makes 
consumers increase their consumption 
expenditures 


d A sudden increase in the price of oil, 
a key input in production, occurs. 


ES 


Copyright Material - Review Only - Not for Redistribution 


) üboNOMCS ro THE POMA: coURSEB CK 


Rising inflation in Pakistan 
The consumer price index in Pakistan has nearly. 
tripled in the course of one year, rising from 3.2% in 
March 2018 to 9.4% a year later, reaching the highest 
inflation rate in seven years, This has been the result 
ofa mix of demand-pull and cost-push factors. The 
cove rate of inflation, which excludes food and energy 
prices, is only slightly lower at 8.5%. Increases in 
energy prices and rising costs of production, nave 
been responsible for cost-push inflation. Demand. 
pull inflation has been the result of increasing 
demand, itself the result of an increase in the supply 
of money. It is expected that inflation will soon rise 
further to double digits 


Source: https //fp brecordercom 


Applying your skills 
1. Explain the meaning and use of the. 


a consumer price index (CPI, 
b core inflation rate. 


2 Using diagrams, explain what factors have 
resulted in cost-push and demand-pull inflation 
in Pakistan, 


Figure 10.7: Karachi, Pakistan. Empress Markat Build 


surrounded by numarous markets and shops 


Costs of a high rate of 
inflation 

Inflation, and especially a igi rate of inflation, poses 
problems for an economy, because it affects particular 


population groups especially strongly, as well as the 
economy as a whol 


The relationship between inflation, 
purchasing power and nominal and 
real income 


» understand why problems can arise es consider the 
telationship between inflation and purchasing power. 
and nominal and real income Purchasing power refers 
to the quantity of goods and services that can be bought 
with money. Imagine you have £60 to spend on shirts, 
‘You can think of this as your ‘nominal income. When 
the price is £20 per shirt, you cau buy three shirts Ifthe 
price increases to £30 per shirt, you can only buy two 
shirts. Your money, or yor nominal income of £60 has 


not changed, yet the purchasing power of the £60, or 
‘what this money can hoy, has fallen due to the increase in 
price "Real incorie ts the same as "purchasing power'rit 

defers to What your snoney can buy: it decreases as prices 
rise, and increases as prices all 


Changes in 
price 


eal income, money income and the general 
are related to cach other in the following way: 


‘change in rel income (or purchasing power 
change in nominal income Yo change in the 
price level (or the rate of inflation) 


These relationships ilustrate some important points 
Inflation leads to a fall in real income, or purchasing 
power, only if nominal income is constant, or if nominal 
income increases more slowly than the price level. Say 
there is a 9%; inerease in the price level, which is a S 

rate of inflation. How will your real income be affected? 
If your nominal income also increases by 5%, your 

meal income, or purchasing power, remains unchanged 
"Therefore, for you, taflation is not a problem. I 
however, your nominal income remains constant or 


se» 
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increases by less than 5%, yoru real income falls, and 
you will be worse off since the purchasing power of your 
income is reduced. 


Costs of inflation 

Redistribution effects 

Inflation redistribules income away from certain groups. 

inthe economy and towards other groups Redistribution 

ries in situations where certain groups lose som 

purchasing power and become worse off, while other 

groups gain purchasing power and become better off 

Groups who lose from inflation include: 

^ People who receive fixed incomes or wages. When 
individuals receive an income or wage that is fixed 
or constant, s the general price level increases they 
become worse off. This occurs when: 


^ workers have vare contracts fixing their wages 
over a period of time 

^ pensioners recive fined pensions 

^ Iandlovds receive fixed rental income 

^ individuals receive fixed welfare payments, 


^ People who receive incomes or wages hat increase 
Jes rapidly than the rate of inflation, When 
vacividual incomes do not keep up with a rising 
price level (do not increase as fast as the price leve) 
i fall in their real incomes results and they therefore 
become worse off: These groups may incide all 
those noted above plus any other kind of income. 
receiver whose income is not increasing as rapidly as 
the price level. 

lders of cash, As the price evel increases, the real 

value or purchasing power of any cash held falls 

^ Saves People who sive money may become worse 
oft as a result of ination. In order to maintain 
the real value of their savings, savers must receive 
i rate of interest that is at east equal to the rate 
of inflation. Suppose you deposit $1000 in a 
bank account that pays you no interest. If there 
is inilation, the real value of your savings will fall. 
However, you may be able to protect the purchasiog 
power of your savings Say the rate of inflation is 5^ 
per year If you receive interest on your deposit at 
The rate of 5 per year, what you will Iese through 
inflation will be exactly matched by wiat you gain 
through interest income. In this case, the real value 
(or purchasing power) of your savings remains 
‘unaffected, In general, savers who receive a rate 
of interest on their savings lower than the rate of 


inflation sufer a fall in the real value (or purchasing 
power) of their savings. 

+ Londors (creditor). People (or financial institutions 
ouch as banks) who lend money may be worse off 
due to inflation. Assume you lend your friend €100 
for one year (and you do not charge interest), I 
in the course of the year there isan increase in the 
price level (inflation), the real value of the €100 you 
Will get back from your friend at the end of the year 
‘will have fallen. If you charged your friend arate 
of interest equal to the rate of inflation, then the 
real value of your loan to your friend willbe exactly 
‘maintained, in general, ending at a lower interest 
rate than the rate of inflation makes the lender 
(creditor) worse of at the end of the loan period. 

Groups who gain from inflation include 


‘+ Borrowers (debtor). In the example above, your 
friend who borrowed €100 from you benefits since 
the €100 paid back after one year is worth less than. 
one year apo IF you had charged interest, your 
friend (the borrower) would benefit as long as the 
rale of interest is lower than the rate of inflation. In 
general, borrowing ata lower interest rate than the 
rate of inflation makes he borrower (debtor) better 
‘ofl at the end of the loan period. 

^ Payers of lived incomes or wages, As long as 
nominal wages, pensions, rents welfare pa 
elc, are fixed while there is inflation, the payers 
(oshether they are firms, he government, payers of 
rent, ec) benefit as ihe real value of their pay 
falls due to inflation, 

+ Payers of incomes or wages that increase less rapidly 
than the rate of inflation, As ong as incomes of any 
ind increase less rapidly than the rate of inflation, 

wets of these incomes benefit due to the falling 
real yalue of their payments. 


Uncertainty 
Inability to accurately predict what inflation will be in the 
future means that people cannot predict future changes 
in purchasing power (of income, wealth, loans and 
‘anything else that is measured in terms of money). This 
causes uncertainty among economic decision-makers, 
Firms, in particular, become more cautious about 
making future plans under uncertainty about future price 
levels, because they are unable to make accurate forecasts 
fof costs and revenues. Their uncertainty leads them 

o make fewer investit, which may lead to lower 
economic growth. 


m) 
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Effects on saving 


We saw above that whes there is inflation, savers lose 
if they receive no interest on their savings or if the rate 
ff interest on their savings is lower than the rate of 
inflation, There‘, inflation lowers the incentive to save. 
Further ifthe rate of inflation is high, people may spend 
more now in order to avoid higher prices in the future, in 
Which case the effect may be to further lower saving. 


Tniecnational (export) competitiveness 
When the price level in a country increases more rapidly 
than the price level in other countries with wich i trades, 
its exports become more expensive to foreign buyers. 
while imports become cheaper to domestic buyers The 
country’s international competitiveness or its ability to 
compete with foreign countries, i reduced, The result 

is that the quantity of export falls and the quantity of 
imports increases, This in Lr; may create difficulties for 
the country s balance of payments (see Chapter 16) 


Effects on economie growth 
High inflation doss not favour economic growth. As we 
huve seen oboe, among the consequences of inflation 
are uncertainty among firms, which causes investment 
to fall: in addition lower saving means that there are lets 
funds available for investment. These two factors lend to 
eps in investment, which is component of aggregate 
demand, therefore to a fall in aggregate demand 
“Moreover, we have also seen that inflation las to lower 
exports and higher imports, both contribucng to a fallin 
il exports, which also causes a fall i a regale demand. 
Falling aggregate demand leads to lower real GDP. 


Effects on resource allocation 
As we discussed in Chapter 2, the price mechanism plays 
an important role in resource allocation. If prices are 

rising rapidly, the sgualling and incentive functions do 
not work effectively. The reason i that prices do not 
increase in the sune proportion for all products, they rise 
more for some products than for others, meaning that the 
signals and incentives they provide for consumers and 
producers become distorted and therefore inaccurate. 
‘The result is that allocative inefficiency is increased 


Social and personal costs that are unequally 
distributed 

Tn view of the redistribution effects of inflation, we have 
seen that people on fixed incomes sull losses as their 
income loses its purchasing power This often includes 
pensioners, unemployed people receiving unemployment. 
benefits, and also workers whose wages are either fixed 
or do not rise as fast as the rute of inflation. In addition, 


people on low iasomes are not in position to place their 
savings in assets that do not lose their value with inflation, 
such as real estate, stocks in the stock market, gold or 
evea jewellery. Further, rising prices of necessities such as 
Too! and energy needed for heating can cut deeply into 
the incomes of lower income people. Therefore it is likely 
"hat people on low incomes are more seriously affected by 
high rates of inflation than people on higher incomes. 


Consequences of hyperinflation 


Hyperinflation consists of very high rates of inflation. 
Wis defined as occurring when the price level increases 
by more than 50% per month, though it can reach 
thousands or even millions of percentage points per 
year. One of the most dramatic hyperinflations in 
history occurred i Germany afler the Fist World War, 
when the price vel in 1924 was more than 100 trillion 
times higher than in 1914, In more recent years, many 
hyperinflation have been concentrated in Latin America 
dieti ihe mid-1980 to the early 19905, and in cute 
European and former Soviet Union countries in the carly 
1990s following the collapse of the Soviet Union. Peak. 
‘annual rates of inflation came to about 7500% in Peru. 

in 1990; 3080% in Argentina in 1989, 2950% in Brazil 
in 1990; 1735% in Russia in 1992; 4735% in Ukraine in 
1995; and 1060% in Bulgaria. most 
serious cases of hyperinflation occurred in Zimbabwe, 
where the rate of inflation went from over 1000 
2006, to 12000% in 2007, and to over 11 million (on. 
‘an annual basis) in the summer of 2008, In Venezuela in 
2018 inflation was an estimated 80000 


Hyperintlation results from very significant increases: 
the supply of money, Which impact directly on the price 
evel. Hyperifations occur when governments resort to 
printing money, hereby increasing its supply: 


Hyperinflation has serious negative consequences, over 
and above those discussed above, because money loses 
ics value very rapidly. Consumers inerease their spending 
o benefit from the current prices before they increase 

in the future, thereby feeding aggrepate demand, which 
causes demand-pull inflation. Workers demand higher 
nominal wages to maintain the eal value of their current 
and future incomes, thereby feeding cost-push inflation. 
‘Therefore, an inflationary spirals created (a process 
where inflation sets in motion a series of events that 
‘worsen the inflation), 


Serious hyperinflations result in a massive disruption of 
economic activity: businesses stop investing in productive 
activities and invest instead in assets that are believed 
o maintain their value as prices rise (gold, real estate 


ET 
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‘or jewels); firms also withhold goods from sale in the 
‘market so that they can sel! them later at higher prices; 
lenders (creditors) suffer massive loses as the real value 
of debts falls draraovcally At the extreme, money loses 
its value altogether and people resort to barter (the direct 
exchange of goods or services, eliminating the need for 
money), which in itself makes production and exchange 
extremely difficult. Serious hyperinflaions can also lead 
to poliical and social unrest, 


What is an appropriate rate of initation? 


Most governments prefer a Jow and stable rote of 
inflation, not a zero rate of inflation. The reason why a 
‘eto rate of inflation, meaning a constant price level, 
is not preferred i that this comes dangerously clone to 
deflation, which as we will see below can cause serious 
problems for an economy, 

“There is no one particular sate of inflation that is ideal, 
but many governments would like to see this in the 
range of about 2 3 per year, Less than 2% might be 
considered as coming close to deflation: more than 4' 
seen as being 100 high, 


m JNDERSTANDING 16 

^^ Using a numerical example, expl 
the relationship between inflation andi 
purchasing power. 


2 Explain what happens to yeur real income 
(your purchasing power) in each of the. 
following situations: 


a your nominal income increases by 5% 
and the rate of inflation is 8%, 


your nominal income falls by 10%, and 
the rate of inflation is 3%, and 
c you nominal income increases by 7% 
ond the rate of inflation is 7%. 
3 a Inflation results in redistribution of 
purchasing power. Explain who is likely 


to gain and who is likely to lose frora the. 
redistribution effects of inflation. 


b Identify and explain some other 
negative consequences of inflation 
{other than redistribution), 


Causes of deflation 


Why deflation occurs rarely in the 
real world 


Deflation, a falling price level on average, is not a 
common phenomenon, Whereas it is often the case 
that the price of a particular good or service may fall 
ver time, it is rare to see the general price level of an 
economy falling. There are several factors that account. 
for this: 


^ Wages of workers do not ordinarily fall, This 
means it is dificult for firms to lower the prices of 
their products, as this would cut into their profits, 
especially since wipes represent a large proportion 
of firms’ costs of production. There are several 
reasons why wages do not all easily (labour 
contrasts, minimum wage legislation, worker and 
union esistance to wage cuts, ideas of fairness, 
ears of negative impacts on workers’ morale, etc.) 

+ Large oligopolistic firms may fear price wars If one 
firm lowers its price, then others may lower theirs 
more aggressively in an effort to capture market 
share, and then all the firms will be worse off 
"Therefore, firms avoid cutting their prices 


‘Whereas deflation occurs rarely, it has appeared. 
periodically, for example in Britain and the United 
States in the late 19th century, in the United States 
during the Great Depression of the 1930s (1933-1937), 
‘and in Japan from 1999 to 2006, In 2003 and again in. 
2008, there were serious concerns in Europe and the. 
United States that deflation might occur, Deflation i 
generally feared! mote than inflation for reasons we will 
discover below. 


Causes of deflation 


We can make a distinction between two causes of 
deflation: decreases in aggregate demand and increases 
in aggregate supply. These can be seen in Figure 10.8. 


In Figure 10.8(a) a decrease in aggregate demand (for 
‘example, due to business pessimism) causes the AD 
curve to shift from AD} to ADs, Whereas the AD-AS 
‘model predicts a drop in the price level, or deflation, 
this is unlikely to occur over a short period of time for 
the reasons discussed above, accounting for the highly 
infrequent occurrence of deflation." However, if low 
aggregate demand persists over a long period, the 


"The equent occurence of lation will be explained by the ‘achat fle to be d 


sasad in Chapter 3 


m) 
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price level falls to Pls. This is sometime referred to as 
‘bad’ deflation because it is associated with recession, 
falling incomes and output since real GDP falls from 
Yı to Ya, and cyclical unemployment. These are the 
circumstances that characterised the deflation of the 
Great Depression during the 1930s and, more recently, 
in Japan, 


Figure 10.8(b) shows a rightward shift of the SAS 
cove, with the AD curve constant, which gives ri 

a new point of equilibrium that occurs at a lower price 
level. This is sometimes referred to as ‘good’ deflation 
because itis associated with economic expansion since 
real GDP increases from Yi to Ys, rising incomes. 

and output, increasing employment nc economie 
growth. Some economists argue thi! it was under such. 
circumstances that the deflation of Britain and the 
United States in the late 19b century occurred. 
However, it ust be stressed that while it may be posible 


to make a theoretic! distinction between ‘good? and 
"bad deflation, no deflation ever wood. We will discover 


a Fallg agorgate demand (AD) 
suas 
Fal 
&m| 
ao, 


p 


"Y, 
real GDP 


Causes of deflton. 


the reasons for this in the following pages, where we 
Will see tha deflation discourages spending, causing 
äggregate demand to all regardless of the causes of 
deflation. Deflation is therefore considered by economists 
to bea greater threat than inflation. 


Costs of deflation 

Redistribution effects 

"The redistribution effects of deflation are the opposite of 
"hose of inflation: with a falling price level, individuals on 
fixed incomes, holders of cash, savers and lenders (creditors) 
all gain as the real value of their income or holdings 
increases, By contrast, bormwers (debtors) and payers of 
individuals with xad incomes Jose with a falling price level, 
as they must pay out scs that ave an increasing real value. 


Increase in the real value of debt 
In view of ihe above, the real value of debt increases I 
you hold 31000 and the price level falls, this means that 
{the purchasing power of your money increases because 
you can buy more things with that amount, In just the 
‘Same way if you owe this S1000, its el value in terms of 
dts purchasing power increases when the price level fll 
Uncertainty 
Deflation, ke inflation, creates uncertainty for firma, 
unable to forecast their costs and revenues due 
price levels 


Deferred consumption, high and increasing cyclical 
umepleysentrik af defatonsry apin 
Deferred conum pio means that consumers postpone 
spending. Consutseis postpone making purchases 
When they ee Falling prices as they expect that prices 

Will continue o fall. Therefore, deflation discourages 
spending Deflation also discourages borrowing by 
both consumers and firms, because the real value 

‘of debt increases as the price level falls, The result is 

that consumer and business spending falls, causing 
‘aggregate demand to all, Falling AD results in lower 

real GDP with cyclical unemployment, and also causes 
the price level to fall further. This in turn gives rise to 
further postponement of spending, AD falls further, 
‘unemployment increases further, incomes and price fall 
further, deflationary pressures increase further, and so 

‘on in a downward spiral. This is known asa deflationary 
spiral, shown in Figure 10.9. 


Risk of bankruptcies and a financial crisis 
As we saw above, deflation results in an increase inthe real 
value of debt Ifthe economy is in recession, and incomes 
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o nY Y 
real GDP 
Figure 10.9: Deflationary spiral 


are falling While the real value of debt is increasing, 
the result will most likely be buakruptcies o firms and 
consumers who are unable to pay back their debts. 

JI such bankruptcies hecome widespread, banks and 
Financial institutions will be affected, and a large risk of a 
major financial crisis aris. 


Inefficient resource allocation 
As we saw earlier, high rates o inflation lead to 
inefficient resource allocation because the signalling 

aut incentive functions of prices are unable to work. 
ellecivly. In deflation, prices of all goods and wrvices 
do not fall uniformly, with the result that the price 
signals and incentives pet distorted, ledit to resource 
misallocation, 


Policy ineffectiveness 
‘Once a deflation sts in, it may be difficult or policy 
makers to deal with it, One season is that when 

people's expectations of a falling price level become 

well established, and they get used to spending less in 
expectation of falling prices, it may be dificult for them. 
to change their mindset. Another very important reason. 
is that expansionary monetary policy (to be discussed 

in Chapter 12) may become ineffective. This monetary 
policy involves decreases in the rate of interest in order to 
encoiage more borrowing and spending by consunacr: 
and firms, however once interest rates approach zero 
They cannot continue to fall. Therefore, monetary policy. 
cannot be relied upon to solve the problem, 


Summing up deflation 


High cyclical unemployment, togeiher with the risks of a 
deflationary spiral and a financial crisis, reveal the special 


and potentially serious dangers of deflation. These are 
worsened by the difficulties of finding solutions to the 
problens of deflation, 


‘Your can now see why governments prefer a l 
mie of inflation, with a target rate of around 
Which is sufliciently above zero so as not to be too close 
to deflation. 


In addition, you can sce why the distinction between 
“good!” and “bad deflation is actually meaningless, 
‘because once deflation sets in it does not matter how. 
it originated since a deflationary spiral may result even 
from ‘good deflation. 


A positive effect of deflation 
In spite o al the egntives of deflation, there is one 
positive effect worth mentioning, While inflation hurts 
international competitiveness, deflation brings benefits 
A lower price level means that exports may increase 
as foreigners now prefer buying from the country 
wi lower prices while imports may fall as domestic 
consumers prefer the lower-price domestically produced 
ood. Therefore net exports (Y - M) increase, putting 
‘an upward pressure on aggregate demand and real GDP, 
However, this positive effect is not enough to counteract 
of deflation. 


Outline why deflation occurs rarely in the 
real word, 


Explain what happens to your real income 
{your purchasing power) in each of the 
following situations 


your nominal income increases by 5% 
and the rate of deflation is 3%, 


your nominal income falls by 10%, and 
the rate of deflation is 2%, and 


your nominal income falls by 3% and the 
rate of deflation is 4%. (You should think 
of deflation as negative inflation) 


Using diagrams, explain two possible causes 
of deflation. 


4 a Explain some negative consequences of 
deflation. 


Copyright Material - Review Only - Not for Redistribution 


) aonais ron ne (E Dioma coutstaoon 


b Explain why deflation may be especially 
serious (or an economy. 


5. Outline why a low, but above zero, rate of 
inflation is desirable. 


10.3 Exploring the 
relationship between 
unemployment and 
inflation 


The relative costs of 
unemployment versus inflation 


In Sections 10.1 and 10:2 above, we discovered that 
both unemployment and inflation have a number of 
tosts You should be able to identify what these are and 
discuss them, 


During the 1970s, a well-known U.S. economist, 
Arthur Okun, created a ‘misery index’ which consists 
of the sum of the unemployment rate and the 
inflation rate of a country. The higher the index, 

the greater the misery of a population. However, 

te misery index does not distinguish between the 
separate effects of unemployment and inflation 

fon the well-being, or lack of well-being, of a 
population. Can we say anything about which of 

the two contributes more to misery, or has greater 
costs? From a purely economie perspective itis 
dilicultto generalise about which of the two is less 
desirable, as this is likely to depend on the particular 
circumstances of the economy being considered, as 
well as on how high is the unemployment versus how 
high isthe inflation, 


In addition to she economic costs, we have seen that 
both unemployment and inflation have personal and 
social costs over and above the economic ones. A 
number of studies that have examined the effects of 
‘uneinployment versus inflation on well-being conclude 
‘that, between the two, unemployment has a stronger 
negative impact, 


According to one such study that measured the loss 
of well-being, it was found that both unemployment 
‘and inflation increase unhappiness. The study was 
based on a very large European dataset for the 
1975-2013, which included periods of high i 
as well as periods of high unemployment. It was 
found that unemployment increases unhappiness 
far more than inflation, Specifically an increase of 
one percentage poini n unemployment lovers well- 
being nearly six timex more than a one percentage 
point inerease in inflation, Unemployment lowers the 
happiness oí not only the unemployed but also the 
people around them, with women and the elderly 
being relatively more affected. 


"This is perhaps hardly surprising as the loss of a. 
job leading to unemployment and therefore loss of 
income has potentially very serious financial, personal 
and social effects on the unemployed individuals and 
their families 


"Note hath bulet point a ll xs the nent two come from the sylabus section Potential confict between macroeconomie objectives 


"heed darimauth ed! bechlpapars/BLANCHFLOWER et :214 Journal 
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The conflict between low 
unemployment and low 
inflation 


There are à number of potential conflicts between 
‘macroeconomic objectives, which we will study 
in Chapter 11, One of these conflicts is between 
the objectives of low unemployment and low. 
inflation. This can be understood by use of 
the Keynesian AD-AS model, shown again in 
Figure 10.10. When there is a deflationary eap and 
the economy is in recession such as at output level 
Y, oF Ys, the rate of inflation is low (the price level 
is constant) but there is high cyclical unemployment, 
As aggregate demand increases sd the economy 
approaches potential output, Yp, the price level 
begins to rise while cyclical unemployment falls 
As aggregate demand continues to increase, the price 
level increases even (ster, while unemployment 
continues to fall If aggregate demand increases 

an inflationary gap such as at 
employment falls to a level that is even lower 
than the natural rate, since some of the structurally, 
seasonally and frictionally unemployed will now find 
employment (see Figure 10.4 for an explanation) 


The reason behind the increasing inflationary 
pressures is that as aggregate demand increnses, 
resources are used more fully, giving rise to. 
bottlenecks that result in higher wages and other 
resource prices, This proces gives ne to higher 
produet prices and hence a rising price level, 


As 
H 
&| 
$ ADs 
ADi (AD, 
oN n» 
real GOP 


Figure 10.10: Keynesian mode! showing increasing price 


level with decreasing unemeeyinent 


H can therefore be concluded that it may be difficult 
To achieve both a low rate of inflation and a low 
unemployment rate at the same time, 


The trade-off between 
unemployment and inflation 
(HL only) 


The short-run Phillips curve 


‘The Phillips curve is concerned with the relationship 
between unemployment and inflation. In the late 1950s, 
à New Zealand economist A.W. Phillips published a 
study showing that ther appeared to be a Jon 

‘negative relationship between the unemployment rate 
and the rate of change in nominal (money) wages: 
‘this relationship was later extended by economists 

o apply te die relationship between unemployment 
‘and inflation. The relationship showed that the lower 
the fate of inflation, the higher the unemployment 
rate; and the higher the rate of inflation, the lower 
the unemployment rate, This relationship is shown 

in Figure 10, La), where the unemployment rate 

is measured along the horizontal axis, and the rate 

of inflation along the vertical axis (Note that the 
vertical axis does not measure the price level 

the AD-AS model) 


The Phillips curve suggests that if there is a constant 
negative relationship between the two variables, then 
every economy faces a trade-off between inflation and. 
Unemployment: it cao choose between a relatively low 
rate of inflation aid a higher unemployment rate, such 
‘4 point a on the curve, or a higher rate of inflation and 
‘lower unemployment rate, such as point d. Whereas, 
ideally, would be preferable for any economy to have 
ow infistion and low unemployment, such as point e. 
‘this is not possible according to the theory of the Phillips 
curve, as the only achievable points are those on (or close 
To) the curve. 


"The reasoning behind the shape of the curve can be 
illustrated by use of the AD-AS model, shown in 

Figure 10.11(b). Assume a fixed, upward-sloping SRAS 
curve, and imagine a succession of aggregate demand. 
increases (which could be caused by any of the factors 
We are familiar with from Chapter 9 (Table 9.1)). As 
aggregate demand shifts from AD; t ADs, the price level 
rises from Ph to Pha, Uhe level of real GDP increases from 
Y, to Ys, and the level of unemployment correspondingly 
falls. The same process is repeated as aggregate demand 
increases from AD, to ADs, and then to Dj, and so on. 


32) 
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With every increase in ageregiie demand, we have an 
increase in the price level and a fall in unemployment. 

Tt follows, then, that we can simply think of each 
point on the Phillips curve (such asa, b, cord) as 
corresponding to the point of intersection of SRAS with 
a different AD curve (a, b, cor d). The ‘choice’ of where 
tobe on the Phillips curve in part (a) thus corresponds to 
a choice" of AD curve in part (b) of the figure.” 


1 The shape ofthe Philips curve 


ate of inflation 


unemployment r 


b Thereasoning behind the Philips 
curv in tarma of the AD-AS modal. 


0 n5 Y, 
real GOP. 
Figure 10.11: The si 


run Philips curve 


The breakdown in the relations 
stagflation 

During the 1960s, many economists came to believe 
that the Philips curve did offer the possibility of 
Choice between inflation and unemployment. At ihat 
time aggregate supply was relatively stable, and major 


changes in economie activity were caused by swings 
in aggregate demand. Most economists al the time 

were very strongly influenced by Keynesian thinking, 
believing that demand-side policies (ee Chapter 13) 
Were very important in influencing the level of economic 
activity and real GDP. The Phillips curve appeared to 
offer governments the possibility of using demand-side 
Policies to choose between various alternatives. High 
aggregate demand would lead to low unemployment and 
higher inflation, while low aggregate demand would lead 
to higher unemployment and lower inflation, 


Events ofthe 1970s and 1980s upset this ine of 
‘thinking, and the stable relationship between inflation 
and unemployment that wos suggested by the Phillips 
curve appeared to break down. Whereas it had been 
supposed that aggregate supply could remain stable 
‘overlong periods of time, a number of aggregate supply 
shocks led to à period of stagflation, a term coined at 
the time to refer to the new phenomenon of stagnation 
(or recession) with unemployment and inflation. 
sinvuitaneously The most important of the supply 
shocks involved the oil price increases brought on by 
the actions of OPEC (Organization of the Petroleum 
Exporting Countries) which restricted the global 
supply of oil, Another supply shock involved food 

price increases resulting from worldwide crop failures, 
restricting the global supply of food, 


"The impacts of these events on the Phillips curve and. 
‘on the SRS curve are shown in Figures 10.1203) 

and (b). In part (b), we rec that as the supply shocks 
cause the SRAS curve to shift leftward from SRASy 
To SRAS; and then io SRAS,, the result is higher 
price levels from Pi to Pl» and Ph) and lower 
levels of GDP (from Y; to Yz and Yy), signifying 
increases v unemployment, In other words, decreases 
in SRAS (with AD constant) result in higher price 
levels and higher unemployment. This phenomenon. 
is inconsistent with the logic of the Phillips curve, and 
‘was interpreted to involve outward shifts the Phillips 
curve, which until then was thought to be stable and 
constant. The outward Phillips curve shifts appear in 
part (a), indicating that higher rates of inflation are 
associated with higher rates of unemployment; the 
move from point a to b and c in part (a) correspond to 
points a, b and cin part (b), 


10 The correspondance between Figure 10 and I is nat entirely accurate, The vertical anis of purt [aj measures the rate of inflation, 
(or tha percentage increase in the price evel The vertcal ani cl part (e) measue tha price level ach c very derent lom the rate of 
ination, There can be reraases in tha prine evel wah nn nerast in bha rata of nlla and oven wih a decrease n he rata c ation 
(er dantation, for sample, ere cation neeates by 5X in 2000 and by 3% in 29] The succession ef AD cures in part b 
leading to increasingly Larger ises in the pce level ha been draun with thia point in ind, sen though a ia stil accum 
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a The shifting Philips curve 
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bo The reasoning behind SRAS shifts 
intenns af the AD-AS model. 


o * 
veal Gb 


Figure 10.12: Stagflation: outward shifts ofthe short-run Philips cuve due to decreasing SRAS 


The long-run Phillips curve and the 
natural rate of unemployment 


In the late 1970s the Nobel Prize-winning, monetarist 
economist Mitton Friedman attacked the idea of a 

able negative relationship between inflation and 
‘unemployment, and argued that there is only a temporary 
trade-off between inflation and unemployment, not a 
peimunent one. Friedman made a distinction between a 
bort-run Phillips curve and a long-run Phillips curve, 


The short-run Philips curve is what we have considered 
in Figure 10.11), which we can see once 

Figure 10.134), represented by SRPC) aad SAPC; 
According to Milton Friedman, in the long run, this 
negative relationship no longer hol, Instead, the longum 
Phillips curve is vertical at the evel o "full employment, 


a The shape of the LRPG and SRPC 


uec 


0 X ae 
unemployment rate 


5% = natural rate. 
of unemployment 


Figure 10:13: The short 


‘or where unemployment equals the natural ite of 
nenployveii. (f fct the "natural rate of unemployment 
is a concept first introduced by Milton Friedman.) The 
lows Philips curve is LRPCin Figure 10.3). 


Why is the long-run Phillips curve vertical at the 
economy's natural rate of unemployment? The answer is 
suite simple: it ix o for the same reasons that the L-R- 
curve is vertical at the level of real GDP corresponding 
o the natural rate of unemployment (this was explained 
in Chapter 9, Section 9.3), Consider Figure 10.18, and 
suppose the cconomy i initially at point a in both parts 
(Note that Figure 10.13¢b) is the same as F 

Chapter 9.) In part (b), point a indicates that the ec 
{ata point of long-run equilibrium on AD}, SRAS| 
und the LRAS curve, with real GDP equal to potential 
GDP shown by Yp At Yp. unemployment is equal to the 


b The reasoning behind the two curves 
internis of the AD-AS model 


pricelevel 
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natural rate ol unemployment, which we asume to be 
^. In part (a), point a indicates that the economy is on a 
short-run Phillips curve, SAPC;, where itis experiencing 
a rate of inflation of 5/ and an unemployment rate of 
Or the natural rate of unemployment, 


Suppose there occurs an increase in aggregate demand, 
so that the AD curve in part (b) shifts from AD, to AD 
In the short run the economy moves to point b on the 
SRAS, curve, corresponding to a higher price level, 2 
increased real GDP, Yigg, and lower unemployment 
(unemployment falls below the natural rate), This 
corresponds to point b on the SRAC; in part ta), 

Where there is a higher inflation rate of 77: and lower. 
unemployment rate at 3 


‘The economy moved to point b in the short run, because 
in the short run wages are constant; with the price level 
increasing. firm profitability increases, output increases 
and unemployment falls But in the long run, point b 
cannot be a point of squilibrium, because, as we know 
from Chapter 9, wages will rise to meet the increases in. 
the price level, causing the SAAS curve to shift leftward 
from SRAS, to RAS, where it intersects AD, at a 
point on the LRAS curve, or point c Point cin part (b) 
is associated with a higher price level f, but real GDP 
has fallen back to Yp, and the rate of unemployment has 
retuned to the natural rate. In part (a), these changes 
raean the economy has moved to point c, where ti 
short-run Phillips curve hax shifted o tbe right to SAPC; 
(remember, when the SRAS curve shifts leftward with a 
constant AD curve, the SRPC curve shits rightward, as 
Wwe saw in Figure 10.12). At point c, ere is a higher rate 
of inflation, now standing at 9%, and unemployment has 
climbed back up to 5%, or the satura rate, The vertical 
line connecting a and cie the long-run Phillips curve 
(LRPO), situated at the vata rate of unemployment." 


Since the natural rats of unemployment occurs at long-run 
equilibrium, it s also known as equi unemployment. 


The short-run Phillips curve is a tool preferred by 
‘Keynesian economists who see in this the possibility 
of using policies that focus on influencing aggregate 


demand to make choices about the rate of inflation 
and the rete of unemployment (and therefore the 

level of wal GDP). By contrast, the long-run Phillips 
ivive is an analytical tool preferred by monetarstnew 
classical economists, who are highly skeptical about 

the effectiveness of demand-side policies, and who 

use it to show that expansionary demand-side policies 
are more likely to result in inflation than to influence 
unemployment and real GDP. These economists 

prefer policies that focus on influencing aggregate supply 
We will come back to these issues in Chapter 13. 


According to the short-run Phillips curve in 
Figure 10,11(a, there 1s a negative relationship. 
between the rate of inflation and the 
unemploymer rat, suggesting that in the 
short run poilcy-makers can choose between 
the comoting alternatives of low inflation or 
low unemployment by using policies that affect 
aggregate demand, The long-run Phillips curve 
is vertical at the natural. 
indicating that unemployment is 
the rato of inflation, and that policy ma 
not have a choice between the two competing 
natives. In the long run, the only impact of 
jgregate demand is to increase 
the level of real output 
and unemployment remain unchanged at the. 
natural rate of unemployment. 


The short-run Phillips curve is 
questioned once again 

Iu the ears following the global financial crisis, 

the short-run relationship between inflation and 
unemployment shown in Figure 10,11(a) came to 

be questioned again, Many economists around 

the world began to angue that this relationship has 
broken down. The reason is that while unemployment 
has fallen o very low levels, inflation has not been 


M Thin same argument la aften made in terma of aetu 


point a nominal wages are set on the expectation 
Employers to merean by BX ato matan a 


expecta rates af ian, Leth assume that when the economy inl at 
the rate of elation il be S, and therfore nominal wagas have been agreed with 
iant eal wage Lave ay that the inereane aggregate demand however mses! 


fact gee rsa to an fion rata ol P. Real x declina at a res, rm poflit increases, eal GOP Reresses an ha economy. 
moves upward along SRAS,, and unempley ont lls below the natural ate to e Thus we have the wement fom pat ste pant 
[Sn SRAS, and on SEPC, Inthe long rr. t econcmy mate te point c because nominal wages syst to cal rates of inlaten, wth 
the result that el agen tena We heir previous lewe, fm potty a to orignal level, ea GDP falis to Yp and unemployment 

a back t tha natural rate of SX The cl dieran orm the ini equilibrium à Bat thare i now a higher rate af to, of In 
Sha long tun, when the actua rate o ination a aquai ta the erpeced rata of ination, nominal wages erene in kne wh the actual e 
cf ier, rani wages remain colant, and te ade c tween irlatan and unamgloymani daappesn. 
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increasing as the Phillips corve would predict, A 
number of arguments lave been put forward trying 


to explain this. According to one, rising global b Identify the events of the 1970s and 
competition makes it difficult for firms to raise prices 1980s that made economists believe 
even as unemployment falls. According to another, that the short-run relationship between 
wages have not been rising in many economically 


Inflation and unemployment was 


more developed countries, therefore there has not unstable (not fixed and permanent] 


been a strong upward pressure on prices Reasons 
Wy wages have not been rising include diverse © Explain, using diagrams and the concept 
Factors ike the decline of labour unions, technology, of stagilation, the relationship between 
‘nd globalisation, Still other economists argue ihat shifts in the SRAS curve and the position 
over the past seven decades when the Philips curve of the short-run Philips curve, 

began to be uscd asa basis for policy, these have Nul. ea 


been several occasions when the relationship between 
inflation and unemployment became unstable, as 
though it were taking a break from the normal 


the long-run Phillips curve differs from 


the short-run Phillps curve, 


pattern; this could again he temporary break Outre what the long-run Philips curve 
before the normal pattern scuumer again, A debate tells us about the relationship between 
has emerged, with som economists arguing that the rate of inflation and the rate of 
there is no longer any Philips curve, while others are unemployment in the long run. 
Suggesting that i i only a matter ol me before the Ran tha kiaia betont 
inflation and unemployment relationship traced out b 5 P 

in Figure 10.1 Ha) emerges once again. ^ the long-run Philips curve and the 


natural 


te of unemployment, and. 
b the long-run Philips curve and the full 


employment laval of output. 
5 According to the theory ofthe Philips 

Explain why there may bo a conflict curve, explain what wil happen to the rate 
‘between the goals of low unemployment of inflation, the rate of unemployment 

and low inflation. (HL only) and real GDP if polic attempt to 


increase aggregëte demand in order to 


2 a Using the concept of the short-run Diebowdr niic 


Philips curve and the AD-AS modi 
‘explain why many economists during ^ in the short run, and. 
the 1960s censidared that policy-makers 

had a choice between low inflation and 
high ureinployment, or high inflation. 6 Using an AD-AS diagram, explain why the. 
and low unemployment. long-run Phillips curve is vertical. 


bi the long run, 


Copyright Material - Review Only - Not for Redistribution 


) ‘econo FOL me RE BINA: counstnoon 


Choosing betwaen low unemployment and low inflation: the role of politics and ideology in 
economic policy 

We return to the question posed at the end of the Theory of knowledge 10.1 earlier in this chapter: what 
is so important about measuring the natural rate of unemployment? In addition, how may the choice of 
policy goals be affected by the general political mood and ideology of societies and their governments? 


Based on the Philips curve analysis, we can easily answer the first question. Ifthe actual rate of 
‘unemployment is above the natural rate, pelicy makers can use demand-side policies to increase 
aggregate demand, without fearing inflation. If, however, actual unemployment is at or below the natural 
rate, any increase in aggregate demand only temporarily lowers unemployment, as this wil go back to the 
natural rate once wages have adjusted, only at a higher price level (see Figure 10.13). In the long run, the 
increase in aggregate demand only creates inflation. Therefore, knowing the natural ate is important as a 
guide to policy mak 


However if the natural rate changes often, and cannot even be accurately estimated, there may be serious 
doubts about how reliable itis as the basis for guiding policy. Yet, sinc the 1970s, Friedman's thinking has 
been highly influential in creating a policy approach in many countries that focuses on keeping inflation 
low, even if unemployment is high. The argument is that since demand-side polices to change aggregate 
demand cannot Iwer unemployment anyway, policy should focus on keeping inflation low. 


Many ecancimists disagre 
Joseph Stiglitz: 


‘Polici the relationship 
between unemployment and inflation is highly unstable, I is virtually impossible to discern the 
relationship from the data except in a fow isolated periods 


with this perspective. According to Nobel Prize-winning economist 


{Policy-makers} face considerable uncertainty about the level of the [natural rate of unemployment] 
Thus, they still face a trade-off between pushing unemployment too low, and setting off an episode of 
inflation, and not pushing hard enough resulting in an unnecosse of resources 


How one views these risks depends on ts of undoing mistakes ... The weight of the evidence 
indicates that the cost uf undoing the mistake of pushing unemployment down too far is itself very. 
low.. , In this view, policy-makers] should aggressively pursue low unemployment, until it is shown 
that inflation is rising. 


By contrast, inflation ‘hawks’ argue that inflation must be attacked [preventvely]... [This stance 
matter of religion, not economic science, There is simt ile or no empirical evidence that inflation, 
at the law to moderate rates that have prevailed in recent decades, has any significant harmful real 
effects on output, employment, growth or the distribution of income. Nor is there evidence that 
inflation, should it increase slighty, cannot be reversed at a relatively minor cost 


The view [that nothing can be dene about uneinployment| belongs to a school of modem. 
macroeconomics that assumes ... perfectly competitive markets... Because markets [in this view] are 
always eficient, there is no need for government intervention. More [dangerously], many supporters 
Of this view, when confronted with tha realty of unemployment, argue that it arises only because of 
government-imposed rigidities and irade unions. In ther "deal world without either, there would, they 
lim, be no unemployment." 


"Inflation hanka sre policy-makers uho believe tht inflation has highly negative effets and shoul be controlled 
° Joseph Se 200) The Pheles Factor, Project Syndicate 
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The idea that control of inflation is more important than keeping unemployment low is politically 
conservative, ond is often embraced by people who believe in the superiority of free markets over 
Government intervention to solve economic problems, Less conservative economists and workers who 
have orly their job to rely an as a source of income, tend to prefer low unemployment over low inflation. 
(provided of course that inflation is moderate and does not get aut af hand), They also tend to favour 
some intervention in markets aiming to keep unemployment low. 


Tha natural rate concept, favouring low inflation over low unemployment, became attractive to policy. 
makers for two reasons, One was that because of stagflation, it forced economists to question the 
Keynesian use of demand-side policies ta deal with economic fluctuations, The second, and very important. 
reason, was that since the late 19705. here occurred a shift in the general politcal mood away from 
government intervention and toward the market (particularly in the United States and United Kingdom); 
the natural rate concept with its strong free-market orientation, offered itself «s an appealing theoretical 
approach to policy-making. Its free-market recommendations, including abolishing or reducing minimum 
wages and reducing labour union power, were attractive to policy-makers who opposed intervention in 
markets, Therefore, the natural rate concept was conveniently adopted as a guide to policy, placing a 
‘greater emphasis un controlling inflation rather than reducing unernrloyment 


Thinking points. 

+ What doos Stiglitz mean when he says the perspective of inflation hawks ‘is a matter of religion, not 
economie science’? 

+ On the basis of what knowledge criteria have societies made a consistent choice over many years to 
make a priority of low inflation over low unemployment? 


+ Why do many economists consider the policy choice between low inflation and low unemployment to 
be a battle between conservative and non-conservative economists? 


Tho fallowing questions will help you reflect on your learning and enhance your understanding of key 
topics in this chapter. Thay are suggestions for inquiries that you can undertake on your own or in groups 
in order to revise the learning objectives of this chapter. 


1. Research and find data on unemployment over a period of about ten years in selected countries 
you are interested in, and try to find a country that hae experienced significant fluctuations in its 
unemployment rate, Try to find information on the causes of the fluctuations, specifically what 
are the factors that have led to increases or decreases over the years? Is it possible to come to 
any conclusions about whether cyclical fluctuations (the business cycle) have played a role in 
Unemployment in these fluctuations? Try te find an example of structural unemployment, using the 
Causes of structural unemployment you have learned about in this chapter. 


2 Research and find data on inflation ever a period of about ten years in the country you live in or a 

country you are interested in. You are likely ta find alternating rising or falling inflation rates. Try to 
discover the causes of rising inflation or disinflation. See if you can determine whether these are 
demand-pull or cost-push factors, 
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3 (HL only) In the text above it was noted that the short-run Philips curve has come to be questioned by 
many economists, though many others argue that it is or 
relation: 


Jy a matter of time before the familiar inverse 
ip between inflation and unemployment resumes. Research the most recent writings on 

the Philips curve, in order to discover if and how the debate has been resolved. Determine whether 
unemployment and inflation are displaying the relationship shown by the short-run Philips curve, and 
if they are not examine the reasons put forward to explain this. 


EXAM STYLE QUESTIONS 


z>) 
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" Fons © gm 
Macrog£onomic objectives Il: 
Econog Ic gro nas el of 


11 We have soon that countries tend to achieve economie growth aver a period of time. What do you 
think might be some positive and negative consequences of economic growth? 


2 Governments sometimes accumulate debt in order to achieve their economic objectives, What might 
be some problems faced by countries with high levels of debt? 


In this chapter we will study two more important macroeconomie objectives: econ 
trowth and sustainable level of debt 


Symbolising sustainable growth 


ED 
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i — in Chapter 9 în connection 
11.1 Economic growth sikme anas moia 
Econo growth refers to an increase in eal GDP, 
orla ra quanti at ponda and seve produced. 
over pod o te (pila yen) and aly 
oan a 
+a percentage change in real GDP over a period of 
«pens dung 
greges 
The distinction between growth in real GDP and real 
ODP per oput inportant beenie the (o measures 
aro vosy kl o be dierent. Whereas renl GDP 
‘tees the (ol output pródued in an cone, 
fae ODE por canla maatua letat ouput per perwan: 
Real GDP per rapa ia bete ditor ofthe 
fandad of Ng of a population, so ease 
fha umount of nti ODE oneyeodagto aust 


l GDP per capita over a 


Noi that economic growth is measured as the 
percentage change in reul as opposed to nomina GDP. 
"The real figures eliminate the impact of price changes, 
‘thus permitting meaningful comparisons of levels of 
vulput over time: 


Calculating economic growth 


Calculating economic growth from a set of data 
The formula for calculating percentage change in real 
GDP is the followin 


change in resl GDP = 
eal GDP initiat 


‘nil value of real GDP 


fina 


centage changes see 
“Quantatitive techniques chapter in the digital coursebook. 
1 an economy had real GDP of $75.3 billion in 2017. 
and $81.7 in 2018, by how much did real GDP grow in 
2017-2018? Using the formula above we find 


812-753 


Yochange in real GDP = x100 


The meaning and significance SA 100) 
of economic growth 

The identical formula is of course used to calculate the 
You were introduced o econo growth Chapter 1 percentage change in real GDP per cupi. Suppose an 
în connection with the peosuction possibilities model Economy has real GDP per capita of $1402 in 2017, 


S E (('————À 5 
ET 


753 
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$1457 in 2018 and $1410 in 2019. By how much did real 
GDP per capita grow in 2017-2018 and in 2018-2019? 


2017-2018 change i real GDP per capita 


195 


2018-2019 change in real GDP per capita 
1410-1457 

^os 
E 


= 100 
1457 A 


x100 


Note that in the second period, economic growth was 
negative. 


Relating growth in veal GDP to growth in real 
GDP per capita 
Suppose real GDP is growing in a hypothetical economy, 
Mo it has a positive growth rate, Does this mean it 

alio has postive per capita GDP growth? The answer 
depends on how fast the population is growing, f real 
GDI is growing faster than the population, then the 
mount of real GDP that corresponds to each person 
on average increases, resulting in positive growth m real 
GDP per capita f, on the other hand, the population is 
growing faster than real GDP, then the amount of GDP 
per person on average decreases, and the growth rate of 
real GDP per capita is negative. 


1E we know the percentage change in real GDP and 
the percentage change in the population, we can fir 
percentage change in reai GDP per capita in a very 
Simple way: 


the 


"i change 
GDP- 


sa! ODP per eupita = % change in real 
laua: in population 


For example if real GDP grew by 2% in a year, and 
the population grew by 1,551, then real GDP per capit 
growih was 0.5%. I, however, the population grew 
by 2.5%, then the Y change in real GDP per capita 
was ~0.5%, indicating that output per person fl, 


The significance of economic growth 
Economic growth rates achieved by countries around 
the world vary widely. While some countries experience 
rapid growth. others grow much more slowly, while 
others contact ora period of time. This can be seen in 


Table 11.1, showing average annual growth rates of real 
GDP for seseral countries for the period 2013-2018, 


Ethiopia 940 
Bangladesh. 672 
Indonesia 551 
Sweden 2n 
Japan 125 
Argentina 015 
East Timor. AB 


Source: https //on wikpecaorg/whi/Uist of. countries. by. 
real GOP growth rate 


Table 11:1: Real GOP percentage growth 


Diflering growth rates have enormous implications for 
‘a country’s economic performance over long periods of 
time. Lets consider what would happen to real GDPs of 
three hypothetical economies that grow at different rates 
‘over a period of five years (as in the table). Imagine that 
each economy starts out in the year 2015 with à real 
GDP of $1000, The first one grows for five years at the 
high annual rate of 9.40%: the second country grows 
atthe low average annual rate of 0,15 Y4; and the third 
country contracts at the annual rate of 4.81% (negative 
arowth). The results asc presented in Table 11.2 


‘The country that grows at 9.40% per year for fiye years 
ends up with «zeal GDP that is double that of the 
country with the negative growth rate of -4.81% The 
country that grows at the low average rate of 0.1 

yeas only adds $8 to its GDP. 


$1000 9.40% $1567 
$1000 0.15% $1008 
$1000 EFL 5782 


Table 11.2: Growth of real GDP in hypothetical economies 


‘The large cumulative impact that rates of growth have 
on levels of real GDP explains why governments around 
the world focus strongly on policies intended to increase 
their growth. 


m) 
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1^ Describe the meaning of economic growth 
and explain its significance over a period of 
years. 


2. When we calculate economic growth, 
outline whether we should use nominal or — | 
values of GDP. 


5 Explain the advantage of calculating growth 
of real GDP in per capita terms rather than 
‘growth of real GDP. 

4 Suppose an economy had real GDP per 


capita of £1579 in 2017, €1611 in 2018 and. 
€1597 in 2019. Find the rate of economic. 
growth 


© in 2017-2018, and 
b dn2012-2019. 


«^ State when the economy experienced 
negative growth. 


5. Outline how itis possible that a county ean | 
have positive real GDP growth and yet have 
negative real GOP per capita growth. 


that an economy's real GDP grew 
in 2007, and its population grew 
by 1.5% during the same year Calculate by 
how much its real GDP per capita grew. 


Short-term growth versus 
long-term growth 
We will now mae distinction between short-term goth, 


Which takes place over relatively short periods of time, and 
long-term growth, which needs a long time to take eect. 


Many of the ideas that will be discussed in this section have 
been studied in previous chapters, and so much of what 
yov will read about in this section will be a review for you. 


Understanding growth using the 
AD-AS model 


In the AD-AS model, economie growth, or increases in 
real GDP, occurs as a result of: 


^ increases in aggregate demand, which is referred to 
as shozi-ierm growth 

increases in short-run aggregate supply (though 
this is far less common), also a type of short-term 
somh 

+ increases in long-run aggregate supply, referred to as 
long-term growth. 


Short-term growth: increases in aggregate 
demand (1D). d 

Figure 11.1 shows short-term growth in the monetarist/ 
new classical model I can be caused by increases in 
‘aggregate demand, lustrted in part (a) by the rightward 
shift of the AD curve from AD, to AD, resulting in a 
real GDP increase oa Y, to Ys. Note that short-term 
economie growth does not involve am increase in potential 
output, and therefore there s no rightward sil of the 
LRAS curve, 


Inthe Keynesian model, short-term economic growth 
can be scen in Figure 11. 1(b), where successive increases 
in aggregate demand from AD to ADs to ADs and AD, 
‘esl in growth of real GDP from Y; to Y, to Ys and 
Y. Note hat here, too, short-term economie growth does 
nor involv an increase in potential output, and hence no 
rightward shift of the AS curve. 


"This type of short-term growth can be caused by any 
‘of the factors that can cause increases in aggregate 
demand (4D) that you studied in Chapter 9, Section 
Determinants of aggregate demand. AD can increase. 
as a result of an increase in any one or more of the 
components of AD, which are consumption (C), 
investment (/), government spending (G) and net 
exports (¥ = AN. 


Short-term growth: increases in short-run 
aggregate supply (SRAS) 

Short-term growth can also be caused by increases in 
short-run aggregate supply, or a rightward shift of the 
'SRAS curve from SRAS; to RAS; in Figure 1.1), 
causing real GDP to increase from Y, to X». The 

«causes of this type of growth include the factors that 
San increase short run aggregate supply (SRAS) that 

you studied in Chapter 9, Section Changes iniri run 
‘agregute supply falls in prices of factors of production 
(abour and non-lbour resources) increases in subsidies, 
or positive supply shocks, 


1 should he noted, however, hat short-term economic 
growth is affected far more by increases in aggregate 
demand rather thas ta short-run aggregate supply 


m) 
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3 The menetanst/new classical model increase in 
aggregate demand 


o YW a 
real GOP 


b The Keynesian model: increase i aggregate demand 


Keynesian aS 


price level 


LEN 


€. The monatarist/new classical modal: inerente In short-tun 
aggregate supply 


0— Àh 05 
real GOP 


Figure 11.4:Shorsarm gronth 
Long-term growth: increases in long-run aggregate 
supply (LRAS) or Keynesian AS 

In Chapter, Section Shifting agrenn ppl curves 
ner the lome term, you lated about a number of 
factors that affect the positions of the LAS and. 
Keynesian 4S curves, causing these curves to shift 10 

the right, Since these usui reed an extended period 


of time to take effect, their effects on the economy are 
referred tos long-term growth, Both of these are shown 
in Figuie 112, which is the same as Figure 9.13. 

Ac you may recall, these factors include increases in the 
‘quantity and improvements in the quality of factors 

of production, technological change, improvements in 
efficiency and institutional changes, 


3 Themonetarst/new classical model 
UMS LASA 


price level 
i 


o Ya Ypa veal GDP 


b The Kaynosian model 
AS AS 


price level 


0 Ww Ypa real GDP 

Figure 11.2: Increasing potential output, shits in aggregate 
supply curvos and long-term economie growth 

‘The AD-AS model, growth and the business cycle. 
Tn Chapter 9 we saw that inflationary and deflationary gaps 
correspond to the upward and downward phases of the 
business eyele introduced in Chapter 8, Figures 84 and 8.5. 
We alko sa that when there is no inflationary or deflationary 
dap. the economy produces at its full employment level 

of output, or potential GDP. It is now simple to see the 
connection between economie growth and the business ye 
Short-term growth is shown in the expansion phase 

of the business cycle vez real GDP is increasing 

over time, though this t followed by a contraction, 

or a period of decreasing real GDP. The contraction 
illustrates situations where there is negative growth. The 
upward phases of the business cycle are caused mainly 
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by increases in aggregate demand, and to a lesser extent 
by increases in short-run aggregate supply. Similarly 
the downward phases, liustrating negative growth, are 
caused by decreasing aggregate demand and to a lesser 
extent decreasing short-run aggregate supply 


On the other hand, over long periods of time, most 
economies experience positiv economic growth, The business 
cycle gram, showing an upwand doping, long-term grow t 
Vei indicates that the economy's real GDP is growing over 
"i. The long-term growth trend, you may remember, was 
refered to as potential oupur this i none other than the 

real GDP level at which the LRAS curve is situated, and the 
potential output we see in the Keynesian model. 


Short-term growth caused mainly by increases 
in aggregate demand (arc! to a lesser extent 
increases in short-run cgpregate supply) 
corresponds to expansions of real GOP in the 
business cycle diagram, Long-term growth 
caused by rightward shifting LRAS or Keynesian 
AS curves that show increases in potential 
output corresponds to the long-term growth 
trend in the business cyclo diagram, 


iore 11.3 illustrates how macroeconomic equilibr 
changes over the long term when potential output ss 
increasing, Y; and Yy, which are the long-run esuliorium. 
points of part (a) and the Keynesian equiibcura points of 
art (b) correspond to points in the business cycle diagram. 
Where actual output is equal to potential output, These 

au the points of intersection of the curves showing actual 
GDP and potential GDP, The lon em growth trend of 
the business cycle diagram simply traces out the increases 
in potential output shown ithe AD-AS models 


a The monetarst/nsw classical model 
tras, Las, 


RAS 


In the real word, it is very difficult to examine economic. 
activity and acrive at accurate conclusions about 

what pact of growth is due to short-term fluctuations 

of the business cycle and what part to growth in 
potential output. However, economists continuously 
ike efforts to measure potential output and its 
growth, because having estimates of these can help 
governments formulate appropriate policies to guide the 
‘mucroeconomy in the desired directions. 


Understanding growth using the 
production possibilities model 

This model was introduces in Chapter 1 (Section 
odi the producto posites model, N is 
Suggested that ou reread this section as itis highly 
"derunt edicion of growth below 


Short-teri growth: growth in actual output 

You may iemember that the production possibilities 
curve (FPC) shows combinations of maximum output 
‘that ean be produced by an economy with fixed resources 
and technology, provided there is full or maximum. 
employment of resources and efficiency in production 
Maximum employment in this model does not mean. 
“full employment asin AD-AS models; it means that all 
resources are employed to the fullest extent and there is 
zero unemployment. 


In Chapter 1, we learned that it is highly unlikely for any 
economy to be producing on its PPC, as this presupposes 
full or maximum employment of all resources and 
efficiency, which cannot be achieved in the real world. 
‘Any country is therefore most likely to be producing at 

i point inside ts PPC. It can move closer lo its PPC 

and crease the actual quantity of output t produces by 


b The Keynesian model 
1 AS As; 


price level 


real GU? 


Figure 11.3: Long-term econ 
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ic growth: achieving potential (ul employment) suput in a growing economy 
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reducing unemployment or by proving the efficiency 
of resource use. In Figure 1! 4a), which is the same as 
Figure 1.3(a) in Chapter L, the movement [rom point 
Ato point B shows growth of actual output, We refer 
to this as actuel growth, which is a kind of short-term 
growth, because it can occur over short periods of time. 


Long-term growth: growth in production possibilities 
is clear from Figure 11 Aa) that reduction of 
unemployment and ineflcencies can only result in a 
Limited amount of economic growth, The presence of 
the PPC sets an upper bound to how much move output 
can be produced. The only way to produce more output 
beyond the limit created by the PPC sf ihe PPC sults 
outward as in Figure 11.46), allowing more of both 
groups of goods (military good und consumer goods), to 
be produced, The shifts ftom PPC, to PPC, to PPC), 
called growth in production possibilities, ae referred to 
as long-term growth, because itis likely t occur over 
long periods of time in Figure 114b), together with 
the growth in prodoction possibilities there is also 
actual growth shown by the outward movements of the 
economy actual output, from A to B to C. 


‘As you learned in Chapter I, the factors that lead 10 
outward shit of the PPC, or increases in production 
possibilities are: 


^ increases in the quantity of resources (actor: of 
production) in the economy. 
^ improvements in the quality of resources (for 
example, through more educated 1hour, or 
improved physical capital through technological 
chango). 
As production possibilities prow, efforts must be 
made to keep unemployment at low levels and reduce 
inefficiencies to ensure shat actual output grows along 
with production possibilities, as in Figure 114(b) For 
example, if the sizeof the labour force increases, this will 
not lead to acta growth if much ofthis labour remains 
unemployed, in this case the economy could remain 
Muck at point A even as PPC; shifts to PPC}, Similarly. 
the discovery of major oil reserves may not lead to actus) 
growth if these reserves remain unexploited, or if teir 
exploitation is undertaken inefficiently, 


As you may remember from Chapter 1, the PPC can 
also shift inward, indicating a decrease in production 
possibilities. This means that less of the two goods 

is being produced, as shown in Figure 11.4), This 
results from a decrease in the quantity of resources oF 
worsening of resource quality 1t represents the case of 
negative growth. 


3 Shorttarm grawth growth as an increase in actual 
‘output caused by reductions in unemployment and 
prodactve inefficiency 


military goods 


o consume: goods. 


b Longterm growth growth as an increase in production 
Possibilinen caused by increases in resource quantities 
Cr improvements in resource quality 


miltæy pods 


PP, PPG, PPC, 
consumer goods 


sive growth decrease in production possibilties 


mitay goods 


PG 
o p 


Figure 11.4: Using the production possiblities model to 
ilustrate economic growth 
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Actual growth is short term-growth, because it 
can occur over short periods of time and is due 
to reductions in unemployment or inefficiency in 
production. Growth in production possibilities is 
long-term growth, because it usually requires long 
periods cf ume and is due to increases in quantity 
fr improvements in quality of factors of production. 


uble 11.3 provides a summary of the factors that 
tause short-term and long-term growth inthe two 
models, We can see that they are in some respects 
similar regarding the causes of growth. to the 

PPC model, reduction of unemployment is a key 
cause of actual growth over the short term. In the 
AD-AS model, increases in AD or SRAS both involve 
reductions in unemployment, since it is not possible 


to produce a iasger amount of real GDP without 
more labour being hired, which leads to a fall in 

‘unemployment, Therefore, in both models falls in 
uncraployment are a major factor behind growth. 


Regarding long-term growth, we can se that the first 
three causes of growth that are listed are common to 
‘both models. The similarities between the two models are 
hardly surprising since both illustrate economic growth. 
(On the other hand it is also not surprising that there are 
some differences between the two models. The two AS 
curves are intended to show the relationship between the 
price level and real GDP. The production possibilities 
‘model does not deal with the price level, it is better 
suited to illustrate the principles of resource scarcity and 
‘opportunity costs of esunomic choices 


increases in AD 
increases in SRAS 
(less important) 


Short-torm growth 


^ reduction in unemployment 


^ improvement in efficioney 


increased resource quantity 
improved resource quality 
technological change 


Long-term growth, 


improvemenu in efficiency 
Institutional changes 


Table 11.3: Factors that cause economic growth 


T YOUR UNDERSTANDING 11 
1 Using diagrarns), explain the difference 
between an increase in actual output and an 
increase in production possibilities. Using 
‘examples identify the causes of each, 


2 a Using diagrams, explain the difference 
between long-term economic growth 
and short-term economic growth due to 


‘economic fluctuations. 
Using examples, identify the causes of each, 


Outline how potential output changes! 
does not change in each case. 


35 Use the production possibilities model and 
diagrams to show how the following can result 
in economic growth (positive or negative), 
distinguishing between PPC shifts and. 
movements of a point closer to or further fram 
a given PPC: 


b 


a discovery of new oil reserves, 
a fall in natural unemployment, 


© an increase in cyclical unemployment, 
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x an improvement in levels of health of the 
population, 


‘© an improvement in efficiency in production, 
{the widespread use of a new technology, 


9 a violent conflict destroys a portion of a 
‘country’s factories, machines and road. 
system, 


large cuts in government spending on 
education and health care lower levels of 
‘education and health in a population, 


|o an increase in the quantity of capital 
goods, 


j an improvement in the level of education 
and skills of workers, and. 


ke industrial pollution destroys the 
environment. 


Why: eecnomicg Sanh occurs 
(Supplementary material) 


The roles of physical, human and natural 
capital in economic growth 


To understond why increases in resource quantities nd 
mprovenients in resource quality including technolo 
change cause long-term growth in both models, we v 
‘we the expanded meaning of capital, introduced in 
Chapter 1, Section Resoures as factors of production 
"Capita generally refers to resources that can produce a 
future stream of benefits This future streuen of benefits 
or spending undertaken to create 


arises from investm 
that stream of ben 


ix 


Three of the four factors of production: land, or natural 
resources; labour, or human resources and physical 
capital, can be interpreted as type of "capital 


* Physic capital, sisis referred to as “capital good? 
is the standard type of capital as we know from. 
Chapter Bit results from investments, or spending to 
produce machines, equipment, ronds, ete 

o Human capital refers to the skills, abilities, 
knowledge and levels of health of workers Human 
capital results from investments, or spending 
on education, training, provision of health care 
services clean water supplies, good nutrition. and 
generally anything that affects levels of education 
and health. 

* Natural capital includes everything that traditionally 
falls within ‘land’, or natural source. I includes 


everything under the land (mineral deposits, 

metals, oil, natural gas, etc.) plus everything on 

the land (rivers, lakes, oceans, forests soils, etc. 

plus a country’s overall natural environment and 

ecosystem (air, wildlife, biodiversity, climate, 

ozone layer, and so on). Whereas ‘anand 

"natural capital include the same things, there is 

an important difference in how the two terms are 

interpreted. "Landis assumed to be given by nature 

and does not change. "Natural capital does change, 

because it can be destroyed (by cutting down 

forests, polluting the air and water, depleting fish). 

ean also be improved (by planting more forests, 

improving soil quality), Maintaining natural capital 
quility depend on investments 

"at aim to preserve and improve natural resource 

quantity and quilt. 

By expanding the meaning of capita we have extended 

the meaning of investment! to apply to all three facto 

of production listed above: 


Facts of production 
physical capital 


“Type of capital 
is related to investments 
in physical capital 

is related to investments 
in human capital 

is related to investments 
in natural capital 


natural resources 


Investments can be undertaken by the private sector 
(firms or private individuals) or by the public sector (the 
government). Imestmont v crucial to bung capital of 
any type. 


"Note that nthe AD-AS modal, private investment ie eared out by fre (f and goversant evestment a included in the G componant 
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We will now see how investments in the three types of 
capital lead to economic grob. 


Physical capital, technology and economic growth 
An increase in the quantity of physical capital involves an 
increase in the number of machines, tools, equipment, 
road systems, ports etc. available in an economy 


An improvement in the quality of physical capital 
depends on technological advances, which lead to 1 
‘nd better machines, tools and equipment, Technological 
‘advances are usually incorporated into new capital 
‘goods; for example, a new computer that is faster and 
more powerful incorporates within it the new technology 
that makes it faster and more powerful. When a 
technological advance is incorporated into a capital 
good, it is referred to as being envie in the new 
Capital, 


“Therefore, improved capital goods” are capital goods 
that embody a new technology, Use of capital goods 
embodying new technologies leads to a larger quantity 
of output produced; for example, the use of a more 
powerful computer allows a worker to produce 

more output 


‘nexwases in the quantity and improvements in the 
quality of physical capital, ar 


ing from investments 
in physical capital and new technology, are among 
the most important sources of economie growth 
over long periods of time. 


Human resources, human capiti 
and economic growth 

"The quantity of labour cst sometimes be an important 
source of economic growth for example, the influx of 
foreign workers into Cermany in the 1960s and 1970s 
played an important role in promoting its growth. 
However, mary countries especially les developed 

ones) sometimes face high levels of unemployment and 
underemployment. Therefor, increases in the quantity 
of labour may not always be a source of growth. 

Far more important than increases in the quantity 

Of labour is improvement in the quality of labous, 
determined by skills, abilities, knowledge and levels of 
health of the workforce. Improved labour quality is 
the result of investments in human capital, including 
spending on education, building schon providing 


meals for schooishildren and providing vocational 
training: os well as spending to provide medical services, 
immuniznion, and ensuring access by the overall 

population to healthcare services, together with the 
provision of sanitation and clean water supplies, and 
keeping the environment unpolluted, 


Higher levels of skills, knowledge and health resulting 
from investments in human capital, are a very important 
source of economic growth because a highly skilled, well 
‘educated and healthy labour force is more productive 
‘than an unskilled, uneducated and unhealthy one: a 
skilled and healthy worker can produce more output 
‘than a worker who is unskilled or unhealthy: 


Increased quantiis of labour are unlikely to be 
a source of economie growth over long periods, 


but improvements in the quality of labour, 
arising fior investments in human capital, are 
among the most important sources of growth, 


Natural resources, natural capital 
and economic growth 

When thinking about the contribution of natural 
resources (natural capital) to economie growth, it is 
useful to make a distinction between two kinds of 

natural capital: marketable commodities (commodities 
that are bought and sold) such as timber, minerals, 
metals, natural gas coal and oil; and ecological resources 
such as soil quality, rivera. slean air, biodiversity, 

the ozone layer (and. nove generally, common pool 
resource) 


"The role of marketable commodities 
Marketable commodities can contribute to growth 

ut are ist essential. For example, the United States 
benefited enormously from its large tracts of good 
quality agricultural land, oi reserves and mineral 
deposits Yet the evidence suggests that countries do not 
‘need to be rich in marketable commodity-type natural 
resources to achieve high rates of growth. There are 
many economies, such as Israel, Japan, Hong Kong, 
Singapore, South Korea, Switzerland, Taiwan and 
others, that have achieved high rates of growth over 
Jong periods and have attained high levels of GDP 

per capita, in spite of producing few, if any, marketable 
commodities 
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‘The role of common poci resources 
Common pool resources ure crucially importan to long-term 
growth, Long-term economic growth depends critically on 
the ability of countries to maintain, and if possible improve, 
environmental quality, and therefore natural capital 

that includes common pool resources (see Chapter 5). 
Environmental destruction can have direct eects on the 
amont of output produced: for example, a farmer worki 
with poorer quality soils produces less output; fisheries in 
Ash-depleted seas have a smaller catch, Despite this, it can 
uso have important indirect effects; for example, workers 
whose health is affected by environmental polation become 
Jess productive, and this involves depletion of human 
Capital together with depletion of natur capital. 


Analysed in terms of the production possibilities model 
these effects involve an inward suit of the PPC due 

to fewer and lower quality eavisonmental and human 
resources (natural and human capital) and therefore 
lower (or even negative) economic growth in the future, 
seen in Figure 1140). Therefore, continued economic 
growth in the fui requires investments in the present 
în natural capi for environmental preservation, 


The central importance of productivity 
as a source of economic growth 


The contributions of resource quantities and quality to 
economic growth can be summarised in the concept of 
productivity, referring to the quantity of output produced 
for each hour of work of the working population. For 

an economy as a whole, productivity cun be measured as 
real GDP divided by the total number of hours worked. 


‘An improvement in productivity means that workers 
become more productive: the quantity of output 
produced in an hour of work increases, Improvements in 
productivity lead te economic prowth, because each hour 
of work now produces more output. 


What are the factors that cause improvements in 

productivity? They are exactly the factors making the 

most important contributions to long-term economie. 

growth discussed above. They include: 

^ increases in quantity and improvements in quality 
‘of physical capital (through investments in physical 
capital and technological change) 

‘+ improvements in the quality of labour (through 
investments in human capital) 

^ improvements in (or at least maintenance of) 
the quantity and quality of ecological resources 
(through investments in natural capital). 


Productivity improvements result in rightward shits of 
the LRAS oc Keynesian AS curves, and outward shifts 
of the PPC 


FEST YOUR UNDERSTANDING 11.3 


Explain the relationship between investment 
and physical, human and natural capita. 


Referring to land, labour and physical capital, 
and the concept of capital as applied to each 
of these resources, explain how each one can 
contribute to economic growth, 


Define productivity. 


Explain why improved productivity is 
important for economic growth, 
What are the most important 

factors that result in productivity 
improvements? 


Show productivity growth using PPC 
and LRAS diagrams, 


Consequences of 
economic growth 


Economie growth impacts upon many aspects of the 
economy. and some of il possible consequences are 
positive while others may be negative Iis important to 
note that many of these consequences, whether positive 
‘or negative, are noi inevitable, but rarer follow rom the 
ways Bat gro hs pursued. 


Impact of economic growth on 

living standards 

Living standards (or standards of living) refer to levels of 
income, wealth and consumption of goods and services, 
including healthcare and education. If real GDP of 

a country increases faster than its population, then an 
increase in GDP per capita results. This indicates that 
‘here x a greater potential far people to increase their 
consumption of gode and services, and improve their 
Standards of living. 

According to numerous studies carried out over many 
years, economie rrowth i associated with improvements 
în standard f lioe indicator This is what we would 
expect, since gicvth provides additional resourses 
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allowing for improvements in living standards However, 
GDP per capita or incorae per capitais only an average 
measure, and does not tell us how the increase in. 
income is distributed or whether there is a broadly 
distributed improvement in living standards. Therefore 
improvements vary a lot from country to country and 
from time period to time period, o that for a given rate 
of growth they are in some cases small and in others 
musd: larger, What accounts for such differences? 


vortant factors that allow economie growth to 
ive positive effects on standards of living include the 
following 


^ The distribution of income. The grester the share 
of income going to poorer hovseholds, the greater 
the potential for contributing to improvements 
in living standards as the poorer households are 
those with the greatest deprivations. If increases in 
income made possible by economic growth bypass 
the poorer households, growth has limited effects on 
broadly sharcd improvements in living standards 

^ Houtchold spending. The greater the share of 
household income spent on goods and services such. 
as food, education and health care, the greater the 
improvements in living standards. 

* The shure of income controlled by women, The 
greater this is, the stronger the impact (sce also 
Chapters 19 on the role of women). 

* Government spending on merit goods. This relates 
to the share of the government budget allocated 
to priority areas like education, health care and 

\frastructure including clean water supplies and 
sanitation: the larger this i the greater the positive 
effects of growth. 

+ Contributions by nons;overnmental organisations 
(NGOs), Because or their poverty orientation and 
heir general stoctivencss in reaching poor people, 

NGOs contzibute to increasing the impact of 
growth on higher standards of living. 

A major study of data between 1970 and 2005 for 

111 countries by the United Nations Development 

Programme (UNDP) shows that the greatest 

insprovements in literacy and life expectancy (two 

components of the Human Development Indes (HDI); 
see Chapter 18) are not occurring in the fastest growing 
economies of the world (the only two exceptions being. 

China and Korea). Factors contributing to HDI 

improvements are government expansion of education. 


and health eave, together with the international 
community's contribution of vaccines and antibiotics 


"Therefore, while economic growth offer the potential 
to nceve improvements in standards of living these 
improvements do not occur automatically aya result of 
economie growth but require appropriate policies to make 
festive use of the resources growth makes available. 


Impact of economic growth 
‘on the environment. 


Experience shows that growth, especially rapid growth, 
often leads to unsustainable resource use (particularly 
in the ease of common poo! resources) For example, 
very high growth rats in East Asian countries ha 

‘been associated with serious environmental losses taking. 
he form of very high levels of urban air pollution, 

soil degradation due to sol erosion, waterlogging 

and overgrazing, threats to biodiversity and serious 
deforestation, Industralisation based on fossil fuels 

‘4 major source of pollution (negative production. 
externalities), Increasing incomes lead to consumption. 
patterns also based on greater fomil fuel consumption 
(use of cars, air conditioners, air travel, etc., creating 
negative consumption externalities). Other activities, 
Such as commercial Jogging and agricultural practices 
based on a lack of pricing mechanism for common pool 
resources, result in their unsustainable use. 


Experiences like these have led to the widespread belief 
"hat economic growth and environmental sustainability 
objectives: more of one means less of the 
other. Many governments around the world have based 
"heir policies om this belief by following the grow now, 
lean up late” say of thinking, which argues that since 
using resouzcos to preserve the environment reduces 
growth, it is preferable to pursue growth with its negative 
effects on the environment, and postpone the clean-up 
job of environmental preservation for later when incomes 
‘ill be higher, For example, the installation of pollution- 
control equipment involves greater costs for firms, which 
may mean lower profits, lower investment and lower 
economie growth. Switching to environmentally sound 
agricultural practices similarly involves costs that may cut 
nto future economic growth prospects Setting limits to 
deforestation for timber places restrictions on the growth 
ofthe timber industry. Therefore, allocating resources for 
environmental protection arguably translates into smaller 
increases in output ansi hence lower economic growth. 


usted Nations Developer: Posramme, Human Development Report 2010 
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Yet, this way of thinking is unsound for several reasons. 
One is that some environmental damage is irreversible; it 
will not be possible to correct the damage in the future, 
and some resources vill be lost forever. For example, 

lost biodiversity can never be recovered; lost lives due 

to pollutioa-induced illnesses can similarly never be 
recovered. A second is that i justifies government inaction 
tn the environment. Governments and policy-makers 
oftc wrongly assume that environmental issues wil 
ëwomatically be regained in the future as incomes 
increase with growth, This is unrealistic, because 
preservation of the environment requires polices aiming 
to limit negative environmental externalities 


A third, relate reason is that iis not growth itself Hat is 
had for the environment, ut eather f ways that growth 

io pursued. U growth were pursued differently, it need 

not conflict with environmental sustainability. A fourth 
reason is that growth hasc ov unsustainable resource use 
may lead to destruction of natural resources on wch wide. 
scale that the possibility of continued future growth may 

he threatened. 


Modern grows theory shows that economic growth and 
environment sustainability are in fact consistent with 
each other, and cun he successfully pursued together under 
‘erin conditions, such as the following: 


* Governments implement market-based policies 
that internalise the externalities’, thus not only 
correcting them (at least in part) but atso providing 
incentives for sustainable resource use and 
promotion of gren (or ‘lean’ technologies 
Chapter 5), 

* Governments pursue more environmental 
regulations that encourige pollution-tree 
technological change (green technologies) 


^ There is an increased emphasis on human capital in 
production (which is pollution-fee) as opposed to 
physical capital, 

f There is an increased emphasis on ‘green’ 
investments which promote growth while 
not hurting the environment: building public 
transportation systems; investing in insulation in 
homes and buildings; investing in clean technology 
rescarch and development (R&D) and clean 
technologies. 

^ There are changes in the structure of the economy 
toward more services (which tend to be pollution- 
free), together with more investments in the 
protection of natura resources 

As incomes increase with economie growth, more 

resources are made svailable with which governments 

‘an pursue the above kinds of policies, encouraging 

economic growth at the same time that they 

encourage sustainability. Therefore, economie growth 

amd ustinabiity can be pursued together provided 

governments take appropriate measures to ensure 

sustainable resource use. This is the very meaning behind. 

the concept of ‘sustainable development (see Chapter 5). 


However, even under the best possible circumstances 
where all of the above conditions are fulfilled, mod 
growth theories show that there ts u maximum rate of 
growth Hat ts consistent with environmental sustainability, 
‘and that if an economy exceeds this rate, resource uie 
Will become unsustainable, The reason is that pursuit of 
sustainability uses up sonat resources (for example an 
pollution controls, costs of regulation, etc.) and these 
resources represent eu opportunity cos in terms of lost 
economic growth. Note, however, that this only applies 
Toa loss of à portion of very high rates of growth. 


The conflict between economic growth and sustainability, 
The apparent conflict between growth and sustainability arises because of the way economic growth is 


defined. The idea of confit follows from the conventional me 


sure of economic growth, taken to be. 


increases in real GDP per capita. This in turn dapends on the definition of GDP, which is the value of all 


goods and services produced in a country in the course of a ye 


As you may remember from Chapter 8, Section Evaluating national income statistics, one of the serious 
limitations of the measure of real GDF per capita is that it does not account for negative externalities 


"You may be wondering what these aes ol growth ae. tis not possible to attach numerical 


—— 


cf economia and irentat knowledge, because no enough a inom ul tha cots and benef of growth and environmental 


‘stability 
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and enviranmental losses arising from environment 
countries adopted other accounting methods that. 
(such as the OECD Better Life Index ar the Happy 
Way that took account of environmental destructor 


than those based on conventional GDP measures, 


production of goods and services 


If economic growth were redefined so as to take 
high rates of growth would be by increasing the pr 
environmental destruction (or causing only small ar 
Increases in the production of goods and services 


The problem of the conflict between growth (conv 
economists’ systematic 

show how output increases in relation to labour an 
also considering human capital, while completely i 


through investment 


Thinking points 
+ How do 


* Do we have a moral obligation to nature and. 


tative accour 
ly change so as to become: 
+ Some might argue thot continuous growth i 
indefinite growth, is this argument valid? 


pollution we would find that in most countries around the world economic growth rates would be far lower 


‘ould find that their losses due to environmental degradation are greater than their gains due to increased 


environmental resources rezult ng from investments in natural capital. 


of production ‘land’. Growth models in mainstream economics 


factor that was permanently fixed in quantity and quality. It's only in recent years that land has been 
fined by environmental economists to consist of ‘natural capital’, which can be destroyed or improved 
s discussed above in Section Why economic growth occurs Supplementary mater) 


the way we think of (or define) growth affect its re 


ls our choice of how to measure growth based on economic or moral erite 


tal degradation. This limitation could be corrected if 
included environmental degradation in some form. 
Planet Inde). If economic growth was calculated in a 
as well as possible negative health consequences of 


and in many cases would be negative, Many countries 


o account such losses, the only way then to achieve 
reduction of goods and services without causing 
mounts of environmental destruction); alternative 
‘would include improvements in the quality of 


jentionally defined) and sustainabilty is related to 


id capital fin the sense of physical capital sometimes 
ignoring land, which was taken to be an unimportant 


tionship to the environment? 
the environment? 
(or both)? 


nting methods, would production and consumption. 
more consistent with sustainability? 


impossible because itis unsustainable to achieve 


Impact of economic growth on 
income distribution 


A large number of studies have been carried out 
investigating the relationship between growth in GDP 
per capita and income distribution in developing and. 
{veloped countries, The results have been inconclusive: 
While in some countries income distribution worseaed in 
the carly periods of growth and then improved, in some 
others the opposite happened, while in many others, 
income distribution did not show any clar pattern 

of change. These results lead to the conclusion that 
there ts no clar relationship ever growth in GDP per 
‘capita d income distributor. instead, what happens to 
income distribution as a country grows is a rellection of 


poiticular conditions in each country and the kinds of 
growth policies that are pursued. 


For example, many countries in Latin America had highly 
unequal income distributions to begin with: income 
distribution in these countries has tended to remain highly 
unequal. A number of countries in East Asta (for example 
South Korea) had far more equal income distributions 
when they began their rapid growth, and this remained 

so even with rapid growth during the 1970s and 1980s. In 
addition, countries of East Asia placed a strong emphasis 
fon the development of umin capital, a policy tht played 
a key role in ensuring brvad-based participation in the 
benefits of growth. with positive effects on the equality of 
income distribution. 


w) 


Copyright Material - Review Only - Not tor Redistribution 


11. Macroeconomic objectives Il 


‘Yt, income inequalities n many countries around 
the world have been widening over the past three or 

so decades. They have been growing in China, India, 
Indonesia, Thailand and other East Asian and South- 
‘east Asian countries that had achieved greater income 
equality and reductions in poverty in their early years 

of growth, Russia and most other central and eastern 
European countries have similarly been experiencing. 
shup uses in income inequalities A number of covaities 
in Latin America have seen growing inequalities as 

vell Almost all OECD" countries also show worsening 
income distributions. Some of these countries have alo 
experienced increases in the number of households below 
the poverty line. 

In both developed and developing countries, a major 
factor behind increasing income inequalities has been 
the growing use of market-based supply-side policies (sce 
Chapter 13), Economies in central and eastern Europe 
tnd the former Soviel Union that transitioned to market- 
bused systems have additionally been influenced by the 
switch lo market economies and the loss of government 
protection of vulnerable groups, In developing countries, 
income inequiliies increased due to economic and 

trade liberalisation, which as we will see gives rise to 
both winners and losers (Chapter 20), While those who 
can take advantage of new opportunities gain, many 
become worse off, if they are less educated or skilied, 
cannot get credit, are geographically isolated, tave 
nothing to produce for export, lose their jobs due to 
privatisations or reductions in the size of the government 
Sector, and so on. 


addition, income distribution in developing countries 
can worsen as a result of economie growth due to 
inappropriate government policies, such as: 


he introduction of capital-using labour-sving) 

technologies in ndustry and agriculture, which 
tend to use relatively more capital inputs in spite of 
relatively sbundant supplies of labour, creating rural 
and urban unemployment (see Chapter 19) 

^ low levels of government investment in human 
Capital, which negatively affect people on lower 
incomcs and the poor disproportionately more than 
‘wealthier people 

^ allocating most services and infrastructure 
investments to urban arcas and ignori 

tor where most of the poor live 


^ Within the urban sector, concentrating infrastructure 
and se-vices investments within the formal (modern 
and highly paid) sector and ignoring the urban slums 

1 can therefore be concluded that economic growth 

is neither ‘good’ nor ‘bad for income distribution, this 

instead depends very much on the kinds of policies 

countries adopt in onder to achieve growth. 


Impact of economic growth on 
unemployment and inflation 
(Supplementary material) 


1 you are interested in ths topic you may read about it 
in the digital coursebook as Supplementary material. 


A concluding note 
We haye oumine the eet af economie growth on 
several factors Note that thee factors can also impact 
n economie growth: 


^ Living standards. Economic growth can 
be expected to impact on living standards, 
but improved living standards measured as 
improvements in human capital or reduced income 
inequalities are major factors contributing to 
economie growth (see this chapter on causes of 
growth and Chapter 19) 

‘+ Environment, Economic growth that ignores the. 
effects on the environment leads to environmental 
unsustainability, but unsustainability also leads 
to lower economie growth due to destruction 
of common pool resources. On the other har 
«economic growth based on the principle of 
sustainihle development leads to environmental 
preservation, which in tum can be expected to lead 
to higher economic growth in the future 

* Distribution of income. Economic growth ean 
make the distribution of income møre or less 
equal (equitable), but a more equal distribution 
of income has a positive effect on growth (see 
Chapter 19). 

"The likelihood of a two-way causality, where economic 

growth impacts upon factors such as the above, and 

Where these factorsin turn impact upon economic 

growth, sometimes makes it difficult in the real world to 

determine what causes wiist, 


“The OECD is the Organisation fer Economie Co-operation and Development, consisting ety ol developed countries 
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Discuss the possible negative and positive 
consequences of economic growth on 


a ding standards, 
b the environment, and 


© income distribution. To what extent can. 
governments make the consequences lean 
more towards the positive? 


11.2 Sustainable level 
of government debt 


WINGO BJECTIVE 


The meaning of 
government debt 


Government debt, also known as uioaal debt, or public 
debt, refers to the amount of money that a government 
‘owes to lenders outside of th government itsel. 


M) 


How government debt arises 


A government Budget is a type of plan of a country's. 
revenues and expenditures over a period of time (usually 
a year). Most of the government's revenues come from. 
axes Its expenditures consist of spending on numerous 
items such as wages of government employees, provision 
of merit goods, investments in infrastructure like 

roads, and transfer payments to vulnerable groups like 
‘unemployment benefits and child subsidies. (We will 
examine government revenues and expenditures in more 
detail in Chapter 13.) 


M tax revenues are equal to government expenditures over 
"hat period, the government is said to havea balanced 
buger. However, in practice, the governments budget is 
rarely if ever balanced, If expenditures are larger than 
ax revenues, there is a budget defici; if expenditures are 
smaller than ix revenues, there is a budget surplus, When 
‘there is a budget deficit, the government finances (pays 
for) the extra expenditures over revenues by borrowing. 
Thus it similar to personal finance: if you spend more 
han you earn, it is likely that you borrow to pay for your 
extra spending over your income. 


Governments very often have deficits. They have many 
commitments in terms of their spending, as they must 
provide health care, education, infrastructure, defense, 
and they pay salaries to their employees and make 
transfer payments, Often their commitments are greater 
‘than their revenues, and borrowing allows them to 
continue to spend without having to increase taxes 
There ia greater need for borrowing during a recession 
because as unemployment increases, tax revenues fall 
While government spending on unemployment benefits 
D 


Over time, ihs governments accumulation of deficits 
minus surpluses s referred to as government deht, or 
nettona? deht oF public debt, In any particular year, if the 
government runs a budget deficit, its debt will become. 
larger: if it runs a budget surplus, its debt will become 
smaller. Sustainable debt refers to a level of debt where 
the borrowing government has enough revenues to meets 
it debt obligations (payment of interest and repayment 
o the borrowed amount) without accumulating arrears 
(overdue debt payments) while also allowing economic 
growth to continue at an acceptable level, 


How governments borrow 


Governments very commonly borrow by issuing 
bonds, which are a form of debt. When the 
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government borrows to finance a deficit, it issues a 
Certificate called a bond that promises to pay interest 
at various intervals vot a certain date when the 
money is repaid to the bond holder. The holder of 

the bond is therefore the lender, and the issuer of the 
bond is the boczower. Financial investors, who may 
individuals, firms, banks, or any type of organisation, 
have the incentive to buy bonds because of the interest 
income they receive, Sometimes countries may also 
borrow directly from financial institutions (to be 
discussed in Chapter 20). The borrowing may be from 
internal sources, within the country, or from external 
sources, from other countries. 


Measurement of debt as a share of GDP 


One of the most common ways to measure the ize of 
‘country’s government debi ts as a share of GDP of 
the borrowing country This is referred to as the debi-to- 
GDP rato, 

ble 11.4 shows the levels of debt as a share of GDP 
of selected countries The country with the largest 
government debt asa share of GDP is Japan, followed 
by Greece and Tl. 

Goserument debt has been increasing rapidly since 
the global financial crisis that began in 2008, with 

the largest increases generally occurring in developed 
countries 


Costs of high levels of debt 


High levels of debt have a number of disadvantages for 
the economies of debtor counties 


Debt servicing costs 


Debt servicing refers to the payments that must be made 
in order to repay the principal (the amount of the loan) 
plus interest payments, Large debt service payments 
have major opportunity costs because the government 
as fewer resources to spend on social services (health, 
education, et.) and infrastructure 


In addition, the portion of the debt that is from external 
foreign) lenders must be repaid in foreign exchange 
foreign currencies) Tis means that the government is 
forced to use export earnings for debt servicing, resulting 
in less foreign exchange to pay for imports of needed 
capital eoipinent, other production inputs and goods 
and services generally. The foregone imports are an 
‘addiional opportunity cost with negative consequences 
for economic growth, (This will become clearer to you 
have studied Chapter 16.) 


Poor credit ratings 


A credit rating is an assessment of the ability of a. 
borrower lo pay back loans, usually carried out by 
agencies thut are qualified to do this (Examples of such 


234.2 Zimbabwe 726 

T 1818 Angola 716 

a 1275 Zambia 680 

United States - 1095 nda EH 

Gambia 1052 Sierra Leone 40 

France 962 China 544 

Brazi m02 [Cameroon EN 

Tarada Er Chile ET! 

United Kingdom 9 Bulgaria ET] 
Source: hrtp//woridpopulationraview convesuntnes/eounties by. national debt. 


Table 11.4: Debtto-GDP ratios in selected countries 
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agencies include Standard & Poor's Fitch Ratings and 
Moody's) A high credit raiing received by a government 
means that it is expected to be able to pay back its loans 
in full and on time without difficulties. A low credit 
rating means that is expected that the government may 
have difficulties servicing its debt. This makes it more 
dificult for he borrowing government to find financial 
investors willing to lend (by buying the government's 
bonds as well as more difficult to borrow from financial 
institutions. If a government has a high level of debt, 
shown by a high debt-to-GDP ratio, itis likely to 

receive a lower credit rating, creating dilliculcs for the 
government's ability to borrow in the futurs. This often 
forces the borrowing government to offer higher interest 
rates to financial investors in order o induce them to buy 
the bonds (in other words to lel), which increases the 
debt servicing costs to the government, 


Impacts on future taxation and 
government spending 
1a government want to decre the ie of its debt, it 
must have but surpluses rather than budget deficits 
A budget surplus ns we have cen above means that 
poverzment revenues nre greater than government 
{pending This extra amount of revenue over and above 
can be used to pay back u portion of the debt, 
Mich wil work tø reduce i overall size. 


However, this may create serious difficulties tor the 
government. In order o achieve budget surpluses, 

it must either increase taxes, or it mis, decrease 

inp. Both of these are politically unpopular, But 
more serious than the political consequences are the 
economic consequences of increased taxes or lower 
oveenment spending. A» you may remember from 
Chapter 9, increased taxes on consumer incomes 

reduce consumption spending (C) while increased taxes 
on business profits reduce investment spending (/). 
Reductions in both C and / cause aggregate demand 

to fall, resulting in lower eal GDP. At the same time, 
decreases in government spending also cause aggregate 
demand to fall, exerting a further downward push on reut 
GDP. The result is that as the government tries to achieve 
a budget surplus, it causes real GDP to fall, creating a 
recession or a deflationary gap (negative growth, 

What happens then to the debi-to-GDP ratio? It actually 


increases! The government can then end up being Worse 
‘olf in terms of the size of its debt relative to GDP. 


But the story does not end there, Once the recession 
begins, cyclical unemployment increases and incomes 
Tall which mean that the government’ tax revenues 


fall, At the sarae time, the government spending on 
unemployment benefits increase. The fall in tax revenues 
and incsouse in government expenditures happen at the 
saae irae that the government is trying to increase its 
ax revenues and reduce its expenditures As a result the 
government is confronted by a situation where to achieve 
‘budget surplus it must increase taxes even more and cut 
spending even more, creating a vicious circle of further 
decreases in aggregate demand and falling real GDP. 


‘This is what happened in the case of Greece, which as 
Table 11.4 shows has the second highest debt-to-GDP. 
ratio in the world see Real world focus 11.1 and 17.1, 
Chapter 17), 


In fact, a countey’s deb-to-GDP ratio can be reduced. 
in another, far more logical way. Very simply, this can 
‘be done through economic growth which as we know 
involves higher ‘eal GDP. As GDP increases, the debt- 
to-GDP rao falls. For example, the United States after 
the Second World War had the very high deb-to-GDP 
ratio oF 12254, Within ten years this had been cut in half 
duc to economie growth, without the government having 
‘paid back its debt 


Increased income inequality 


Government debt is likely to i 

‘ome distribution. Buyers of government bonds, who 
tare the lenders to the government, tend to be higher 
income people, When the government pays them interest, 
it does so through tax revenues. Therefore there isa 
‘transfer of income away from lower income taxpayers 
‘and toward higher income bond holders 


sase inequality ir 


Lower privete investment 


à government may be unable to service its 

tainty regarding economic conditions 
away private investors, both domestic and 
foreign. Even if investment does take place, it is more 
kely to involve short-term investment projects with 
quick returns, rather than longer-term ones with greater 
potentials to support economic growth. 


Possibility of a debt trap 

As levels of debt rise, there comes a point where the 

level of debt cannot be sustained: new debt requires 
higher debt service payments, which require more foreign 
borrowing, which lus to more debt servicing payments, 
and so on, in a sci-siaforcing spiral in which the country 
is trapped. This has been termed the "debt trap’, involving 
a situation where a country must keep on taking out new 
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loans in order to pay back the old ones Many countries, 
particularly in Latin America and sub-Saharan Africa, 
‘were caught in a debt (rap during the 19808 and Greece 
has been caught in one in more recent years, 


lain the meaning of government debt in 
relation to budget surpluses and deficits 


Lower economic growth 2 Dic soe the costs ofa high va of 

‘The above factors may work to lower economie 

sro in countries with hh levels of debt, due to 

Jer government spending, increased taxes reduced 
Nestment and fewer imports of capital ood 


‘Austerity in the euro zone 
The policy of increasing taxes and reducing government 
spending to deal with buciget deficits and government 
debt is known as austerty. As we will discover in 
Chapter 13 itis wel known that austerity is likely to lead 
o recession. Hcvievor, in spite of that here is a major 
debate among economists about whether this is the 
appropriate policy to deal with deficits and debt. 


When the financial crisis of 2008 occurred, many 
‘euro zone countries feared a debt crisis, in which 
thoir spending to pay back debt would be too high, 
‘nother worda they feared their debt would become 
unsustainable, Greece in fact did face a sericusdebt — Figure 11.5: Madrid, Spain. Protestors in the March for 
crisis (soo Real world focus 17.1, Chapter 17). They Sanity in 2014, protesting against the gover 
therefore began a policy of austerity uteri programme and the social and economic ras 


Yet according to numerous studies, including two by The Institute of International Finance and Oxford 
Economics, the austerity policy fed to lower GDP growth in the years following the crisis. This involved 
reductions of both actual GDP as well as potential GDP. In terms of the business cycle diagram in Figure 8,4 
(Chapter B) this has mear: smaller expansions of actual output and a fatter long-term growth trend showing 
potential GDP. ^t was lik letting air out of a bouncing ball, Is ability to bounce back got worse the more 

it was deflated,” It is estimated that in the ten years since 2008, Europe lost an economy the size of Spain, 
With a GDP of $1.3 trillion and 19 million employed people. 


Moreover, the debt issue was not solved. Instead, through lower real GDP growth, the debt burden was 
Increased rather than reduced. According to the Harvard Business Review 


Eurozone governments - especially those in struggling Southern European countries (Spain, Greece, 
or Portugal) ~ switched dramatically towards austerity in the years 2010-2014. Most experts now agree 
that these policies had such damaging and persistent negative effects on growth that they were self 
defeating. Governments were reducing spending in order ta bring their debt levels under control 

But GDP fell so much that the actual affect was to push up the ratio of debt to GDP. As a result, debt 
became even less sustainable than before the austerity measures were implemented. 


Sources: bts vie businessinsidercom 
hitpe/hbrorg 
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Applying your skilis 
1. Use a business cycle diagram to show how austerity alfecied 


a short-term fluctuations, and 
b the long-term growth trend of euro zone economies, 


2 Although a goal of austerity is to reduce the debt-to-GDP ratio, explain how this policy had the 
‘opposite effect in the euro zone. 


11.3 Potential opa E tame d) 
conflict between Sg Cin eee Care ea 
macroeconomic e dion cae eed df duno lov 
objectives Re ger 


LEARNING OBJECTIVE High economic growth and low inflation 


‘This topie was introduced above under Conseyuences 
‘of economie growth. We can now discuss this further by 
referring to the distinction between demand-pull and 
cost-push inflation, 


‘Demand-pull inflation and economic growth 
Demand-pull inflation is caused by increases in 
aggregate demand. This can be shown both by use of 
the monetarist-new classical model and the Keynesian 
‘model as a sight ward shift in the 4D curve, shown in. 
Figure 10.5 (Chapter 10). 


In the Keynesian model, as long as AD increases 
ulog the horizontal portion of the AS curve, there is 
‘economic growth with no inflation. Therefore as long 

is the economy is operating in a deflationary pap. 

below potential output, there is no conflict between low 
inflation and economie growth as growth can occur 

with no inflationary pressures The same is not true in 
the monetarist/new classical model, as here when the 
economy is in a deflationary gap, an increase in aggregate 
demand will result in both economic growth and an 
increase in the price level, suggesting à possible conflict. 


However, as the economy approaches potential output, 
inflationary pressures appear also in the Keynesian 
model due to resource botlenccks, suggesting the 
emergence of a conflict between economic growth and 
low inflation is this model as well 


 — o —'Yc—Á Ss JÀ£————HÀ 
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‘The only way that further increases in aggregate demand. 
wil not be inflationary, in th context of both models, is 
iat the same ime thst aggregate demand is increasing 
there is an increase in long-run aggregate supply (LRAS) 

or Keynesian AS, shown by rightward shifts in these two 
curves asin Figure 11.3, We can see in this igure that as AD 
increases by dhe same amount as the AS curves increases in 
real GP are not accompanied by a higher price level. The 
mean i that as the economy: total demand for real GD? 
inevease, there is a corresponding increase in the economy 
ability to supply that real GDP But if AD increases faster 
than LRAS or Keynesian AS, then increases in real GDP 
or economie growth will result in inflation. 


Cost-push inflation 
This is caused by decreases in short-run aggregate 

supply due to such factors as higher prices of factors 

of production. As Figure 10.6 (Chapter 10) shows, 

the leftward shift in the SRAS curve leads to a higher 
price level and a fallin real GDP, or negative economic 
growth, also knowin a stagflation Therefore, with cost- 
push inflation it is not possible lo have positive economic 
growth at the same time as the price level is rising. 


High economic growth and 
environmental sustainability 
This tople was explored above under Consegne 
of economie growth, Where it was concluded that 
economie growth and environmental sustainability 


can be pursue! together provided governments take 
appropriate measures to ensure sustainable resource 
use. This is the meaning behind the concept of 
sustainable development. 


High economic growth and equity in 
income distribution 
This topie was also explored under Conquer of 


economie growth, I was concluded that economic growth 
is neither good!” nor "bad" for income distribution; this 


instead depends very much on the kinds of policies 
countries adopt in order to achieve and handle growth, 


Using your knowledge of economies and 
the information provided in this chapter and 
Chaptar 10, discuss the extent to which there 
may be a conflict between: 


c low unemployment and low inflation 
b high economic growth and low inflation. 


© high economic growth and environmental 
sustainability 


d high economic growth and equity in income 
distribution. 


The following questions wil help you reflect on your learning and enhence your understanding of key 
topics in this chapter. Thuy are suggestions for inquiries that you can undertake on your own or in groups 
in order to revise tho learning objectives of this chapter. 


1. Selecta country you are interested in, Examine 
environmental sustainability. Investigate wheth 
environment. 


sible conflicts between its growth and 
iny measures are being taken to deal with the. 


2. There are some developed countries with high debt-to-GDP ratios. Research such a country of your 
choice. Does a large ratio always mean the county is struggling? Why can some developed countries 
(Such as the United States) maintain high cebt-to-GDP ratios while others suffer immensely? 
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* In most societies, we seo that thare are some people who have high incomes and accumulate a lot 
‘of wealth while others have very little, What do you think might be some reasons for such extreme 
differences in income and wealth? 


* What, if anything, de you think governments should do to reduce exueme inequalities in income 
and wealth? 


Poverty and inequatitiesin income and wealth are major issues in coves around the 
World. While poverty is more prominent in developing countries, tis present in rich 
countries swell, This chapter will discuss causes and consequences of poverty and 
inequality, their measurement and policies to tackle them. 


to: Morocco. Di 


'etween rich and poor 
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12 Econcmie: of inequality and poverty 


12.1 Inequality 


The relationship between 
equity and equality 


pis f equity and equality in 
Chapter (ue Section 14) As equity involves fairness, 
something is equitable if à fait This is a normative 
concept because different people have different ideas and 
beliefs bout what is fiir, On the other hand equality or 
the idea of being the same is a positive concept because 
something may be equal or unequal on the basis of 


The concepts of equity and equality are used in 
econemies mainly to describe the distribution of i 
incor wealth, As we know from our study of the 
tireular ow model (Chapters 1 and 8), incon is the 
money received by owners of factors of production. 

Walth, on the other hand, refers to the money, assets 


or things of viue that people own, such as savings 
deposits (money saved in a bank); stocks in the stock 
market: bonds; land, houses and other property: valuable 
paintiogs or jewellry, and so on. 


While equity dillrs from equality, it is usually 
imerpreted to mean equality, Therefore the expressions 
a more equitable’ or ‘more equal distribution of 
income or wealth usually mean the same thing. Both 
expressions are correct, provided it is understood 

‘that in these cases, equity ix interpreted as greater 
equality (or less inequality) The reason that 

equity is most often interpreted in this way is that 
there is a widely shared belief around the world 

‘that highly unequal disiibutions of income are 

unfair, Therefore goveroments around the world 
usually have in place polices that try to reduce 

income inequalities 


Economic inequality 


The meaning of economic inequality 


Economie inequality refers to the degree that people in a 
population difer in ther ability to satisfy their economie. 
‘need it means inequality in living conditions that 

arise due to monetary factors. There are many sources 
‘of economic inequality, including income and wealth, 
education, health, nutrition, gender and more, but 
economists focus on inequalities that result mainly from 
differences in income and wealth 


Unequal distribution of income 


Income inequality arises frorn differences in how evenly 
income is distributed in a population. Income includes 
the money that people receive from their employment 
as well as other sources including interest from savings 
‘accounts and holdings of bonds, dividends from shares 
(tucks) in the stock market, rents from property that 
is owned and rented out, pensions or government 
benefits 


Unequal distribution of wealth 


Wealth inequality arises from differences in the amount 
of wealth people own, which as noted above refers to the 
money or things of monetary value including savings, 
stocks, land, houses, and more. 
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Both income and wealth are generally distributed 
unequally, so that some groups have much more income 
and/or wealth than other groups This applies both to 

populations within countries as well as across countries 


How economic inequality is measured 


‘Table 12.1 presents data on income distribution of 
selected countries around the world. The data show how 
ingame is distributed by quintiles of the population, A 
enti i a 20% portion of a country’s population: we 
can divide a population into five quintiles raging from. 
the lowest (the poorest 20% of the population) to the 
highest (the richest 20%). If income wers completely 
equally distributed, everyone would iive exactly 

the same income, so every quintile would receive 20” 

of income. However, in the resl world this is a virtual 
impossibili In all countries the world, the presence 
of inequalities in income distibution means hat the 
poorest quintile of the population receives less than 20 
of income, and the ichest quintile more than 20 


“This can be ses in Table 12.1, For example, in Brazil 
the lowest quintile receives 3,2% of income and the 

rest quintile 57.8%. In Belarus the lowest quintile 
receives 9975 and the highest quintile 35.5%, The higher 
the percentage share of income received by the poorest 
"gati and the lower the percentage share received 
by the highest quintile, the more equal the distribution 
fof income. Therefore, income distribution in Belarus ix 
more equal than in Brazil 


Income shares can also be shown by decis, which are 
10% portions of the population (there are ten deciles) 
as well as quartiles, or 25% portions of the population 
bes are four quartiles). Sometimes income shares are 
roten down into 1% particulary for the top, or even 
te top 0.1 


The Lorenz curve 


A Lorenz curve is used to show the degree of income 
inequality in an economy. Named after an American 
economist Max Otto Lorenz, who devised this 
measure of income inequality in 1905, its a visual 
representation of the kind of income distribution. 
data in Table 12,1. To construct a Lorenz curve, we 
draw a square bes, as in Figure 12,1 where the vertical 
axis measures the total amount of income in an 
economy in cumulative percentages (therefore it runs 
from 0 to 100%), and the horizontal axis plots the 
total population in the economy, also in cumulative 
percentages (from 0 to 1004). ('Cumulative" means that 
20 iepresents the poorest 20 of the population, 40. 
represents the poorest 407, and so on.) The diagonal 
line in the diagram represents perfect equality, as it 
shows that if income were perfectly equally distributed, 
of the population would receive 20% of income, 
would receive 40% of income, and so on. The 
Lorenz curve plots the actui relationship between 
percentages of the population and the shares of income 
they receive. 


Auwala20 | 40. 120 T 430 036 
Belarus 2017 | — $5. 142 79 | 355 025 
Bolma 2017 Al 35 150 ans 044 
resi 2017 —[ —32 74 122 EH 053 
China 2015 ea ioe 153 154 039 
Denmark 2015 | 94 19 12 EX] 028 
[S Arazoa [ 2a Er] 602 063 
Uai 75 22 | te 406 033 
Kingdom 2015 " 

Unedsues | 50 Tz "3 ET) rz rr 
2016 


Source: hrps/databank warldbank org/data/source/poverty-and-equity 


Table 12.1: Distribution af income by quintiles and gini coefficients in selected countes 


ET 
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12 Economics of inequality and poverty 


In general, the closer a Lorenz curve is to the 
diagonal representing perfect income equality, 
the greater is the equality in income distribution. 
As we can seo in Figure 12.1, Belarus clearly has 
greater inceme equality than Brazil 


% 4 — € wo 
cumuintive percentage of population 

Figure 12.: Lorenz curves: Belarus achieves gresterincome 
‘equality than Brazil 


How to construct a Lorenz curve from 
income quintile data (HL only) 


‘Figure 12.1 plots two Lorenz curves, one for Brazil, and 
one for Belarus (based on the data in Table 12.1). In the 
case of Brazil, the poorest 20% of the population receive 
3.2% of income; this is shown by point a. Point b on 
Brazil's curve is obtained by adding the 3.2% of income. 
of the poorest quintile to the 7.4% of income received 
by the second quintile, giving 10.6%, or the cumulative. 
income of the bottom 407 of the population. Similarly. 
point c is obtained by adding the percentages of income 
Tecciv by the bottom three quintiles, giving 22.8 of 
income, and finally to find point d we add the incomes 
of the bottom four quintiles, getting 423% of income 
for 80% of the population. When these points are joined 
together starting from 0 and going up to 100% of the. 
population, we obtain Brazil's Lorenz curve, Points e. 

£ g and h on Belarus curve are calculated and plotted 
in exactly the same way: As expected Brazil's Lorenz 


curve is further sway from the line of perfect equality 
indicating prester income inequality. 
Note that to plot a Lorenz curve, we could use income 


dictcibution figures that divide the population into ten 
deciles (or tenths), or any other convenient subdivision, 


The Gini coefficient 

The Gini coefficient (or Gini index), named after Corrado 

Gini, an Italian statistician, is a summary measure of 

"he information contained in the Lorenz curve of an 

economy Itis defined as 

Gini coellicient 

area between diagona! aad Lorenz curve 
emire arca under diagonal 


n 


Where A and B represent the areas shown in Figure 12.2 


"The Gini svetlicient has a value between D and 1. If 
there were perfect income equality, the coflicient would. 
bbe zero, since the numerator of the ratio would be zero. 
The large the Gini coeficient, and the closer it isto I 
the greater is the income inequality, since the further 
‘away is the Lorenz curve from the diagonal. (A perfectly 
unequal income distribution would be where a single 
household receives all the income of the economy, and 
the numerator would be equal to the entire area under 


coeficients 
entage rather than a decimal, For example, a 
nt of 027 would appear as 27.0, This does not 


| 
| 
1 


Cumulative perccniagsaf population 


Figure 12.2: Deri 


the Gini coefficient iom a Lorenz 
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in any way change in the meaning of the Gini coellcien, 
"which in this method of expression has a value ranging 
between 0 and 100, 

The last column in Table 12.1 shows Gini coefficients 
that correspond to each of the income distributions. 
Belarus’ Gini coeficient of 0.25 and Brazil's of 0.53 

clearly indicate that Belarus has a relatively more equal 
income distribution 


The Gini coefficient is a summary measure of 
income inequality. In a Lorenz diagram tt is the 
ratio of the area between the diagonal and 

the Lorenz curve, to the total area under the 
diagonal. It has a value between D and 1; the 
closer the value is to 0, the greater the income 
equality; the closer the value is to 1, the greater 
the income inequality 


Wealth inequality 
Everything iai hasbeen sid above about measurement 
of income inequality applies also to wealth inequality. 
‘The nee methods discused above, namely (i) quintiles 
(ordecler or quartiles), i Lorenz curves and (i) Givi 
Socficenl can be used in excl the ume way to hn” 
the extent of wealth nequa 


‘The distribution of wealth is generally far mors unequal 
than the distribution of income in most couniries in 

the world, On average, Gini coefficients in the case of 
wealth distribution are roughly dove the size of the 
coefficients of income distribution, This is shown in 
scc here thut developed countries on 

ly lower wealth and income inequality 
than emerging market economies, but in both groups 
wealth inequality is far greater than income inequality: 


Reasons behind greater wealth inequality include 

the following: 

^ Limited growth in wages makes it difficult for 
low-income and middle-income people to save and 
vecumulate wealth. 

* igh-income people tend to consume a smaller 
fraction of their income than lower-income people 
therefore have greatet possibilities of saving and 
accumulating wealth, 


os Wealth Gi: B income Gini 
o7 
06} 
os} 
o4 
e 
02 
or 


danced Economies Emerging Markets 


Figure 12.3 


Income and wealth inequality in advanced 
"and emerging market economie 


"Advanced sconomies elude developed countries 


"Emerging mareni lude Argentina, Brazi, China, 
India indonesia, Mexico, Pakistan, Thalnd end Turkey 


Souren: vowmforg 


* Income and wealth inequalities feed on each other. 
‘The greater the income, the more possibilities for. 
accumulating wealth, but many types of wealth 
stocks, bonds, real estate) ead to even more income 
and hence even more possibilities for accumulating 
‘more wealth, For example, in the United States, ir 
2015 the share of income that came from wealth for 
the richest 1% of the population was nearly 607, 
‘while the share of income coming from wealth for 
the hottom half ox 50) o the population was 
po 


Using Lorenz curves to illustrate income 
and wealth redistribution 


Later i this chapter, we will consider methods 
ovsruments can use to redistribute income and wealth, 
o make their distribution more equal. Graphically, this 
appears as a shift of a country s Lorenz curve closer 

10 the diagonal line, and is reflected in a lower Gini 
coeficient. Figure 124 shows how a Lorenz curve shifts 
towards the diagonal after the government pursues 
policies to redistribute income or wealth to reduce the 
degree of economie inequality in the economy. 


"hteshemeckcorvatices/17298/ wealth inequalty-even worse than ncamesneauch 


"T 
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100 


perfect come 
ally 


LI 


60. 


D 


cumulative percentage of income 


before 
redliution 


o w o o w w 
cumulative percentage of population 


Figure 1244 Lorenz curves and income redistribution 


TANDING 


1 Outline the meaning of equity and equality ard how they relate to each other. 
quali 
‘Outline the meaning of quintiles, and how wa use them to measure income distribution 


Using examples, explain the meaning of economi 


List the countries in Table 12.1 in order of increasing income inequality and explain your reasoning, 


^ Defino the Gini coefficient 
b Using a diagram, describe how we derive it from a Loranz curve diagram. 


© Su 


its possible range of valu 


d Outline how wo interpret its possible values with regard to income equalty/inequality 


6 a Choose any two countries from Table 12.1 and draw their Lorene curves in a single diagram (HL 
students should plot the Lorenz curves), 


Outline how you use your Lorenz curve to determine which country has a more equal distribution 
of income. 


© Describe how you can use the corresponding Gini coefficients to compare the income distributions 
‘of the two countries 


7 a Outline how redistribution of income changes the position of a country's Lorenz curve 


b Describe haw redistribution would be reflected in a Gini coefficient. (Make sure you distinguish 
between redistribution that increases or decreases income equality) 


G5 Describe the methods that can be used to measure wealth inequality- 


SSS SSS SS 
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Trends in wealth concentration. 
In the United States, wealth 
concentration had peaked in 1929 
When ths top 0.1% of the population 
owned nearly 25% of wealth It then 
began to fall steadily, reaching a low in 
1978 when the top 0.1% owned 7% of 
wealth. Since then it has been steadily 
climbing again, In the period before 
2020 the richest 0.1% owned over 
20%, while the richest 1% owned 40% 
of wealth Moreover, the three richest 
Americans held more wealth then the 
bottom 50% of the population of the. 
United States." 


United Kingdom) Jure 12,5: Bel Air Los Angeles, USA, Neighborhood with mansions 
mate sem hal olera hnd, RE T2 Bal Ak Loi Anl USA Naghohoad 
A a une 

ee Deine aU Cip Kanonik a papular e oi Ele ppl um 
ere 


High wealth concentration exists on a global level as well, where wealth inequality is also growing. It is estimated 
that the richest 1% ofthe global population cns half ofthe worlds wealth The top 10% of the combined 
populations of China, Europe and the US ovn more than 70% of wealth, while the bottom 50% owns less than 
2% of wealth. If countries in Latin America, Africa and the rest of Asia were included, wealth concentration would 
be even greater as in most countries thw share of wealth owned by the bottom 50% i close to zaro“ 


I trends in wealth accumulation that began in 2008 with the Global Financial Crisis continue, the world’s 
richest 196 wil control two-thirds of the worlds wealth by 2030. Since 2098, the wealth of the rchest 1% has. 
been growing at about 6% per year, compared to 3% per year for the remaining 99%." 


Applying your skille 
35 Draw Lorenz curves to illustrate the changes observed in wealth distribution in the United States from 
the early 20th century up to the present. 


2 Draw Lorenz curves to illustrate the change in global wealth distribution since 2008, 


thups/immiwnber ora/papersw25462 pdl 

Sito: orbes com/iennohkisch/2017/ Oe richest ame 
Andaya aegea 

‘haps theguarcan commoney 208a Vh cms enandhousand teret landownar-suthor 

"hips varii crsfestamalipubu us 20V ede pdf 

‘hp mm nberrafpaperv25462 pl. 

"hp heguardan crn uonersL20 faba nece tipping- point 2090, 
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ET 


a hold mare-weskhthan totom- SDofczunty dude 


Copyright Material - Review Only - Not for Redistribution 


12 Economics of inequality and poverty 


12.2 Poverty 


Understanding poverty and 
its measurement 


The meaning of poverty 

Poverty refers to an inability to satisfy minimum 
consumption needs. Beyon this general definition, 
there are two different perspectives on how best to de 
poverty: in an absolute sense and in a relative ense. 


Absolute poverty and its measurement 


Absolute poverty refers to a situation where a person 
or family does not have enough income to meet hasie 
kuman needs, Measures of absolute poverty begin by 
defining a minimum income level called a poverty line, 
According to the OECD, a poverty line is "An income 
level that is considered minimally sufficient to sustain 
a family in terms of food, housing. clothing, medical 
needs and so on." Most countries bave a national 
poverty line, determined by government authoriti 


as an appropriate amount of income required 10 
satisfy mininum needs In addition, the World 

Bank (a2 international organisation that lends to 
developing countries for development purposes; see 
Chapter 20) has determined an international poverty 
linc to be 


‘+ living on les than $1.90 a day, which is defined as 
extreme poverty; this igure is periodically adjusted 
to take inflation into account 


‘Once a poverty line has been determined, the amount 
‘of poverty is found by taking the percentage of à 
population (or the numberof individuals) whose income 
falls below the poverty line 


Data on extreme poverty in selected countries around 
the world, compiled by the World Bank, appear in 
‘Table 12.2, Note that the table includes developed 
countries ae well as developing ones 


study on global poverty in 2018, the World 
clude that there has been significant progress 
in reducing extreme poverty, which fell from 36% of the 
ilobal population in 1990 to 10% in 2015, According to 
the Bank, the greatest progress was made in East Asia 
and South Asia, while sub-Suharan Africa showed a 
much slower pace of poverty reduction 


Iceland. o ind 134 
Portugal 0.) [Bangladesh | 152 
Norway | 0.2 [South Afica | 18.9 
ireland — | 02 [Ethiopia 27.0 
United 02 [Chad 341 
Kingdom 
Australia 05 |Tanzania 407 
China 0.7 [Rwanda 515 
‘Brazil 34 [Mozambique | 62.2 
Philippines | 83 | Central 7M 
African. 
Republic 


Source: hips /openknowledge worldbank ora/bitstream/ 
 handle/10986/30418/97814645]3304 paf 


Table 12.2: Extreme povery Ding on less than. 
$1.90 per day) in selected countnes, 2015 


* OECD, Glotsary of Sat! Terra, Poverty Line. 
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As noted above in addition t he World Banks extreme 
poverty line, boh developed! and developing countries 

o have national poverty lines Thes are usually set at 

a higher income levi than that of the World Bank, so 
"bara larger percentage of people are considered poor by 
national standards. 

The World Bank has been criticised on the grounds that its 
interoational poverty line of $190 per day is too ow to be 
meaningful in terms of poverty reduction? For example, 
în South Africa the Bank's inteational poverty lio puts 
18.9 of the population below the poverty line, while 
according to the South African government's poverty ine 
59% the population are poor * 


In acknowledgement of this point the World Bank 
presents two more poverty lines 


^ living on less than $3.20 0 day is a poverty line for 
lower-iddle-incom countries 

^ living on less thao $5.50 a day i a poverty line for 
upper-middlesiacome countries. 


Nearly half of the worlds population lives below the 
poverty line of 55,50 per day”? 


Tn addition, in recognition of the limitations of 
international poverty lines, the World Bank has proposed 
i mvliidimenstonal mensure of poverty that takes into 
account dimensions of poverty in addition to income, to 
be discussed below, 


Relative poverty and its measurement 


Relative poverty ix a concept that covapares the income 
of individuals or households in a society with median" 
incomes I is closely related to how equally or unequally 
society's income is distributed among is total population. 
f income were equally dietsibuted, there would be no 
relative poverty, sina no one would be poor relative to 
someone cl In eneral, the more unequal the distribution 
of income, the preater is the degree of relative poverty. 


“The idea bettin relative poverty is that poverty is much 
more than being unable to afford a minimum of basic 
goods and services, Even though people may be able to 
Puy hase necessities, they are still poor if they cannot 
‘ord goods and services and a lifestyle that are typical 


in a society Ths measurement of what is ‘typical is based 
(on a standard determined by the median income level. If 
peoples incomes fall far below this median level, they are 
considered poor. Measurement of relative poverty involves 
spevifying a particular percentage of median income 

below which there is poverty Often this is taken to be 50% 
For example, say the median annual family income in an 
economy is 20000. Taking 50°% of this, we have 10000, 
‘Any family whose annual income falls below $10000 is 
considered poor (in relative terms}. Table 12.3 presents data 
on relative poverty in some developed countries. 

Whereas the discussion above has been in terms of 
ational poverty rates, it is important to note that 
poverty rates differ widely omong social groups in a 
society. In general, olde: people, children, single-parent 
households, women, and racial and ethnic groups that 
sulfer discrimination, face higher poverty rates than 
national averages This applies to most countries in the 


[E] [X] 
Norway | 84 324 
Belgium 37 144. 
[ireland 98 169. 
Hungar 101 178 


Source: hips /data oocd org/inequality/poverty-rate htm 


Table 12.3: Relative poverty in economically more 
developed counties, 2017 


* hp i Brookings edel ture develorment/2014/1/1 4h Dew bank tanga de ange esl poverty 


?t hip /thaconversation coma the weld be 


P Lewermiddle-income counties hon 
53896-412055 hupa oo 


optimi abou lea poverty ies the paint. 
ai capita GNI o 8996-53495 while uppermidde income cen nes have a per copita GNI of 
werideun crgperdstanes country dat icatioa. come lev 20182019 


?* hg /Íwimcneldbarorgfírenal;reerleme 20V V2eay al the waridi va len hun 80a day 
P! The eda ia the number that km the middle fa sinc nubes Therefore, the meetin incom à hatncome that let in thë mice of 


al ecce levein sa that 


income el are rostri half are lone Nate tat the mean deer fom fe eaga or maan: 
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world, both more and les developed. Table 124 shows 
how poverty rates vary in the United States by race and 
by age for each race 


288 183 wa | 
Hispanic 24.7 10 | vo 
Asian 34 95 308 
[White 105 [7] 70 


Table 124 
age, 2017 


United States poverty rnas by race and 


While the discussion here is about inequality by social 
groups in poverty, it might be noted that there i 
inequality by sociai groups in wealth as well. There is 
‘lange racial gap in wealth ín the United States, which 
is worsening as Black wealth is decreasing while White 
wealth is increasing. According to projections in 2020, 
White households will own 86 times more wealth 

than Black households. If present trends continue, 

in 203 Black median wealth wil have hit zero, while 
White median wealth will increase to $137008 These 
developments indicate that Black households on average 
tre at risk of becoming impoverished. 


Both absolute and relative poverty measures, on a national 
level and for particular social groups, ate very useful 

to governments as guides to policies providing income. 
support (such as transfer payruents ee Section 12.5) as 
Well as measures intended to combat poverty. 


Measuring poverty by use of minimum 
income standards 


Minimum incense standards (MIS) refer to a method 
to measure poverty developed by the Joseph Rowntree 
Foundation in the UK. The method consists of 

ongoing research on what people in a population believe 
tre the essentials fora minimum acceptable standard 

ff living that allows people to participate in soctev 

The MIS then produces budgets for a basket ut goods 
including numerous essential items like food, clothing. 
housing, childcare, fuel costs and socia! and cultural 


participation. required by households in order to 
achieve the minimum standard of living. Based on 

this information it calculates the minimum income 

‘thot is required for different family types (according 

to number of people, ages, geographical areas, ete.) to be 
ble to buy the essentials in the basket. 


The MIS reveals important information about 

^ the number of people living below the minimum. 
income required to buy the essentials 

4+ the relative contribution of each item in the basket 
o households abilities to achieve MIS 

+ bow these change over time. 

‘This information can be helpful to government as a 

guide to making policies to deal with poverty. 

Calculations of the MIS began in the UK in 2008, Several 

countries have een conducting pilot (experimental) 

studies with the MIS including Francs Ireland, Japun, 

Mexico, Portugal, Singapore South Africa and Thailand. 


Composite indicators 

Composite indicators are measures of complex 
phenomena that cannot easly be described bya single 
indicator. They therefore try to capture more than 
one dimension of the sue in question, We will study 
composite indicator in greater detail in Chapter 18. 


Multidimensional Poverty Index (MPI) 


‘The Multidimensional Poverty Index (MPI) was developed 
in 2010 by the United Nations Development Programme 
‘and the Oxford Poverty and Human Development 
Initiative. I measures poverty in three dimensions: health, 
education and ing standards Each of these dimensions is 
intended to reflect deprinations (essential things hat people 
do not lve) measured by the following ten indicators: 


+ Health = Living standards are 
measured by measured by 
+ child mortality + cooking fuel 
+ nutrition * sanitation 
+ Education is 1, dei wine 
measured by fo electricity 
+ years of : bend 
schooling. 
+ school 
attendance 


teed cana 
"ites pede orglrepart he rado ter wealth 


data aAime aren demavincome poverty htnc poverty peopl hm 


set) 
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The concepts of absolute and relative poverty have different implications for the meaning of poverty. The 
concept of absolute poverty, based on an absolute poverty line that does not change over time (except 
for adjustments for inflation), suggests that with economic growth everyone wil 

poverty line. Therefor 
poverty rates, The relative poverty line, by contrasi, changes constantly over time as incomes grow, and the 
þor are those who cannot keep up with rising average/median incomes, Relative poverty has actually be 
increasing in many countries ever recent decades, due to increasing income inequalities. 


The following famous passage, written by Adam Smith (the 
classie book, The Wealth of Nations, offers an explanation of tho di 
poverty, by refering to the meaning he attaches to ‘necessaries 


According to Adam Smith, a person who has the ba: 
tinus not have a linen shirt i relatively poor, but not absolutely poor. One who does not evon have the 


both calcul 


Thinking points. 


poverty 


ventually ise above the 
ince long-term growth have been seeing falling absolute 


many countries that expe 


ather of Economics!) in the 18th century in his 
ince between tho two meanings of 


"By necessaries | understand, not only the commodities which are Indispensably necessary for the 
support of e, but whatever the custom of the country renders it indcent for creditable people, even. 
of the lowest order, to be without. A linen shirt, for example, is, tly speaking, not a necessary of 
life. The Greeks ard Romans lived, suppose, very comfortably though they had no linen, But in the. 
present times, through the greater part of Europe, a creditahle day-labouror would be ashamed to 
appear in public without a linen shirt, the want of which would be supposed to denote that disgraceful 

"ree of poverty, which, it is presumed, nobody can wel fall into without extreme bad conduct 
Under necessaries therefore, I comprehend, not only those things which nature, but those things which 
‘established rules of decency have rendered necessiry to the lowest rank of people."* 


necessities of life required for physical survival but 


absolutely poor (and, of course, also relatively poor) 


res of poverty are important because they form the basis for anti-poverty 
payments. Different countries use differnt measures for this purpose, For 
nt 

relative one (though 


Does society have a moral obligation to help the poor? 


Adam Smith identifi / to be "those things which established rules of decency ha 
rendered necessary’. Would he define poverty in the absolute or in the relative sense? 


What hinds of criteria are important for. 
basis for anti-poverty programmes (social 


ing a choice between absolut 
ft, ethical or other)? 


ind relative poverty as the 


A society's choice between an absolute ci relative poverty measure as the basis for policy rests on 
some principle of equity. What do you think might be an equity principle for the US use of absolute 
poverty and for the EU use af relative poverty? How do the equity principles differ from each other? 


"Ac Seith (IT) An Enquiry ints the Nature and Causes af the Wealth of Nationa, New York, Modern Library, pp 821-2 (Sook, 
Chapter I, Part ll Atele a 
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As this list of indicators shows, the MPI goes beyond 
considering poverty solly a terms of incomes 
considering instead 2 variety of areas in which 

poor people experience deprivations. The emphasis 
on deprivations was introduced by the Nobel 

Prize winning fadian economist Amartya Sen (see 
Chapter 18). 

The MPI is used as a measure of poverty in developing 
countries (these will be studied in Chapters 18-20). V 
includes 105 countries (as of 2019) covering 5:7 billion 
people or 77% of the world’s population 


Each country receives an MPI value fron 0 to 1, 
Where the higher the MPL value the greater the 
poverty In order to be counted as oov, people must 
be deprived in atleast one-third ofthe indicators 
listed above. Information is provided on the number 
of people and the percentage vf the total population 
who are poor in each country, An important 
advantage of the MPL is that it can be broken down 
by indicator xo that for each country itis possible to 
determine which indicators make the most important 
contributions to poverty. 


For example, Tajikistan and Peru have similar MPI, 
which ore 0449 for Tajikistan and 0.052 for Pero. But 
in Peru 18% of poverty is due to deprivations in years 
of schooling while in Tajikistan only 
‘due to this indicator. By com 

of poverty comes from 
about 18 


Table 12.5 shows that nearly one-quarter of the 

ation of the 105 countries live in multidimensional 
poverty. Most of the world's MPL poor, or 89 
South Asia or sub-Saharan. 


Eastern 0.009 35 2.4% 
Europe and 
Central Asia 


EastAsa | 0025 | 177 3% 
and the 
Pacific 


Latin 0033 | 307 77% 
America 

and the 

Caribbean 

Arab States | 0098 | 657 19.2% 
South Asia | 0.143 | 545.9 31.3% 
Sub- 037 | 5594 57.7% 
Saharan 

Aica 

Global MPi | 0.115 T33 23.2% 
Developing billion 

[regions | 

"Poor peopie me defined to those who ara deprived in nerd 


Source: htps /ophi org ulsp-content/uplondi/G. 
MPLZOIS 2ed web pat 


Table 12.5: 


utidimensional poverty by region 2018 


While the MPI considers poverty in developing countries, 
‘as we have seen there is poverty in developed countries 
‘aswell, According to the United Nations Development 
Programme: 


“Deprivations are a universal problem afflicting 
people m developed oni developing countries 

alike. An average of 11 percent of the population 

n Organisation for Economie Co-operation and 
Development ( OECD?) countries were below the 
incom poverty ine in 2014. As of 2012 there were 
63300) homeless people in the United States and 
284000 in Germany... An average of 15 percent of 
Soung people ages 15-20 are neither employed nor 
n education or training and are struggling fo find 
their place in soeiety: Health deprivations 

caused by obesity are also high. The most recent 
survey data indicate that an average of 53.8 

percent of the adult population in OECD countries 
ts overweight or obese and faces high risks of 
cardiovascular disease. respiratory ilnexes diabete 


and other diseases 


Y hip ophi srg dnpsconertieloadG MPL 2018 Zed web pdf 


"The OECD includes 36 cour 


mast ef which are developed 
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Multidimensional Poverty Index (MPI) 
of The World Bank 


The World Bank (sce Chapter 20) is in the process 
of developing another MPI. As noted by the Bank, 
the standard incaetary measure of poverty does 
not capture iraportant aspects of well-being, such 
as access to health care or a secure community. It 
therefore proposes a new MPI to complement that 
ff the UNDP and Oxford by including a monetary 
indicator (income per capita) as well as some 
additional indicators, The World Bank's propossd 
indicators are shown in Table 12.6, 


Income per capita Elects 
Child school enrolment | Coverage of key health 


‘Adult school attainment | Malnourishment (child 
and adult) 


Incidence of cime 


Umitedestandari 


drinking water 
Umited-itandard Incidence of natural 
sanitation disas 


Source: hirpe//openknowledge worldbank org/ 


Table 12.6: World bank proposed indicators for 
Multidimensional Poverty Index. 


Difficulties in measuring poverty 


The measurement of poverty is a challenging task for 
several reasons 


Poverty has diferent meanings and different 
approaches to measurement 


‘As we have seen these ace different measures of poverty, 
depending on hov this is interpreted. There is the 
distinction betwsen absolute poverty and relative poverty, 
which pies rie to very different estimates on the extent 
of poverty. In addition, there is poverty measured on the 
basis of income, as well as poverty measured on the basis 
of deprvations in a number of different non-moneta 
areas, known as multidimensional poverty Al these are 
aot consistent with each other. 


Measurement problems 


* Ofen, as we have seen, poverty is measured on the 
basis of income of a household. However, people 


also have scme wealth to lesser or greater degrees or 
they nay have some savings, on which they can fall 
back in hard times, Income measures of poverty do 
not take wealth or savings into consideration. 


* Insome cases poverty is measured by use of 
household surveys This raises several issues 
‘the information provided by the households 
that are surveyed is subjective, so that different 
people may have different opinions about their 
economic situation 

* such surveys do not include homeless people 
and people in institutions who are much more 
affected by poverty, resulting in underestimates 
fof the extent of poverty 

* o income figures may be understated in cases 
Where there is freelance work or income from. 
investments, resulting in overestimates of poverty 


+ Urban areas usually have a higher cost of living 
thon rural areas, so national poverty lines often 
exclude many poor in urban areas who cannot 
ailord necessities like food, housing. 

+ Poverty lines tell us how many people (or the 
percentage of people) fall below the poverty line, 
‘but do not provide any information on how much 
they fall below the poverty line. In one case the 
majority of poor may be below but close to the 
poverty line, whereas in another they may be far 
below: Clearly there is greater poverty in the second 
case than in the first, 


Overestimation or underestimation of the 

national poverty line 

ending on pai ticular goals of governments, the. 
povert line (for absolute poverty) may be 

overestimated or underestimated. 


Overesiimation results in a larger proportion of a 
poputstion whose income falls below this line. This can be 
"ied by governments to argue in favour of receiving more 
foreign aid or multilateral assistance (see Chapter 20), 


Underestimation results in a smaller proportion of 
a population with an income below this minimum. 
"Thiscan be used by governments formulating national 
strategies for poverty reduction, in the event that they 
Would like to spend less on poverty reduction than on 
other activities demanding government funding. 


"hap hun orate 
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12 Economics of inequality and poverty 


Explain the difference between absolute 
and relative poverty 


b Outline whether it makes sense to. 
compare poverty rates measuring 
absolute poverty with rates measuring — | 
relative poverty. 


Distinguish between poverty lines and 
minimum income standards as measures of 
poverty 
3. The World Bank lends to developing 
countries for development purposes. Outlir 
It makes sense to use the 
itions of absolute poverty 
to measure poverty in developed countries. 


4^ Using examples, explain possible. 
advantage: of composite Indicators over 
single indicators as measures of poverty. 


5. Discuss difficulties surrounding efforts to 
moasure poverty 


12.3 Causes of 
economic inequality 
and poverty 


LEARNING OBERE 
o dais 

S) 
fne shoe 


^ 


Economic inequality and poverty have similar and 
overlapping ca es. The societies that have the most 
‘equal distsibutions of income alo tend to have lower 
levels of poverty (mainly in Nordic countries) The 
reason is that policies that favour greater income equality 
‘overlap with those that reduce poverty: We will examine 
such policies ater in this chapter, 


Inequality of opportunity 


Opportunity can be defined as a set of circumstances 
‘that makes it possible for someone to do something, 
"To understand inequality of opportunity, it is useful to 
compare and contrast i with economie inequality 
Economie inequality is concerned with inequalities ir 
standards of living tha orse from monetary actors 
like income and wealth. As such it is concerned with 
inequalities in nuteomer m standard of Uing arising 
from income and wealth differences 


Inequality of opportunity is concemed with inequalities 
in pota outcomes in standards of living that arise rom. 
circumstances that are beyond one's control. The World 
Hank terms it the lottery of birth’ 
Important circumstances that affect lie opportunities 
and are beyond one's control include such factors as: 


^ parent level of education and occupation. 
^ parents level of income 

+ place of birth 

t gender 

* race and ethnicity, 
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There would be equality of opportunity if everyone 
began life from a situation where all factors like the 
above were equal In such a hypothetical situation, 
inequalities in ourcontes would be due to circumstances. 
over which people have control, such as effort in school, 
‘fort on the job and hard work, 


‘Yet in the real world, it is apparent that large and 
growing economic inequalities cannot be explained 

by differences in circumstances over which people 
Ihave contol, such as effort and hard work, For this 
reason, economists have recently taken a strong Interet 
in studying the factors that give rise to inequality 

of opportunity, and the extent to which inequality of 
‘opportunity contributes to economic inequality, 


An carly study of six Latin American countries found that 
circumstances over which people have no control (father 
occupation, parents” education, and region of birth) 
contributed to economic inequality from at leant 25 
Columbia to at least Si in Guatemala! A larger st 
‘of 41 countries found that cir 

in Norway and 40 in Mali. 


A more detail study of the United Kingdom and. 
the United States found that such circumstances as 
parent's education, time spent with parents, race and 
childhood behavioural problems 

of inequality in the United Kingdom and 45% in the 
United States” 


Different lavels of human capital 


Human capital refers to the skills education and good 
hes that people possess (see Chapter 11), Low levels of. 
education and skills translate into low incomes because 
there is generally a positive (direct) relationship between 
skilleducational attainment and income levels. Poor levels 
fof health also lead to low incomes because an unhealthy 
person i likely to be less productive and therefore more 
poorly paid. Unskilled people may rely on the minimum. 
Wage, which may be insufficient to support a family. 


Different levels of resource ownership. 


Some people inherit, or accumulate through savings from 
Nery high incomes financial capital (cash, stocks and. 
bonds) or other forms of property (such as agricultural 
and or a home), which gives them both an income. 
advantage as well as increased wealth. Yet many others 
have no resources to rely on other than their labour, 
Which for numerous reasons (such as low levels of human. 
capital, discrimination and others) may not provide them. 
‘with an adequate income. People on low incomes often 
do not own à home and therefore have to pay rent, which 
may take up a substantial portion of their income without 
building up their wealth (unlike home-owners gradually 
paying off a mortgage). Low incomes may mean poor. 
housing, affecting health and further lowering one's 
income potential, and may even lead to homelessness 


Inequality of opportunity in education 
On average, children from rich and middle 


are more likely to do better at school, go to 


university and have higher incomes as adults, The advantages of children from higher-income famili 


begin from a very yourg age, 
books and a var 


a result of better nutrition and family spending on activities that involve 
ty of non-school educational activit 


According te a study about the United States, spending per child on education in the poorest fifth of the 
population increased by about 55% between the mid-1970s and the mid-2000s, while it rose by 155% for 
the richest fifth over the same period. This, together vith additional advantages enjoyed by children of 


richer families (spending on non-school activi 
rich and poor 


's increasing the gap in educational attainment between 


School systems can often reinforce these trends. For example, schools with children from disadvantaged 


families often find it difficult to attract qualified teachers, wi 


receive lower quality education. 


‘the result that disadvantaged children. 


"ha /felineary ey com dila VT 147549912011 00467 x 
1 hups//openknonlede worldoank cra/bitsirear/handle/10986/1219/psá304 páffsequence-MiaAllaedey 
* fp vomweddbarkrgfenireva esturel2ON GUN inequality cf opportuni cem meanrements eveaHhe-carsaquences ck 


negli Pances 


"T 


Copyright Material - Review Only - Not for Redistribution 
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In all OECD countaes, children of. 
parents who did not attend university 

fre themselves less likely to go to 
University. On average, the proportion af 
university students of parents who did not 
themselves attend is about half of what it 
Would have been if all social groups were 
proportionally represented. 


Since people with lower levels of 
‘educational attainment have lower levels 
of income compared to those who ore 
‘more educated, it follows that inequality 
of opportunity in education contributes to 
income inequality: Moreover, the problem 
is intergonerational, since inequalities are 
transferred from genorition to generation. 


A study at the London Schoo! of Economics. 
has found that the advantages offered by 


the exclusive universities of Oxford and Cambridge. 
amended these universities with far less consistency 


Jay, B. (2015), Income Inequality The Gap 


https: Auw ocd ibrani org 


Applying your skills 


Figure 12.6: Ethiopia © 


high-income families can persist for more than hall a millennium. UK students with names of prominent 
amilios could be traced back to the Normans who invaded England in the 11th century, and attended 


Some researchers also argue that such intergenerational advantages last longer in more unequal societies 


altes migritior-h 


Based on your experience you may be able to identify individuals or groups of individuals who face 
‘unequal opportunities. Identify how their opportunities diffar based on difaring circumstances that are 
beyond their control. Describe some advantages or disadvantages th» face due to differing opportunities 


eon in school wth walls made of day and 


By contrast, students with lower status’ surnames 


OECD Insights, OECD Publishing, Paris 
quali. 9789264246010-0n 
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Discrimination 


Discrimination is a serious problem both for the 
individuals involved as well as for the job market. Some 
social groups (racial and ethnic groups, women) often 
face discrimination in the job market, with the result 
thot they may receive lower wages than others for Lie 
same work, or may find greater difficulty finding work 
han the worker who does not face discrimination, They 
often live in poor quality environments and have less 
access tø social services, For example, Women are at 
higher risk of poverty because they are iess likely than 
men to be in paid employment. oa do unpaid caring 
Work, they often receive lower pay for the same job, and 
have lower pensions. 


Inequal status and power 


‘Status refers to one's social or professional position 
in a society. It may be due to level af education, or 
level of income and wealth, or some form of social 

arrangement (as in an aristocracy), Status is often 
closely related to power, as individuals or groups 
With a high status are also often able to control and 
influence other people or events, Large inequalities 
in status can affect economic inequality because 
people in postions of power may sometimes use this 
To influence government policies fayouring their own 
interests and hence protecting their incomes and 
Wealth, rather thon policies that favour redistribution 
(to be discusse below. See Real world focus 12.4) 
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Government tax and benefits policies 


People on low incomes raus often rely heavily on 
transfer payments ce below) and social services and. 
merit goods (healt care, education, housing) provided 
or subsidised by the government, as their incomes are 
insufficient to purchase these in the market, f these are 
limited or are reduced by the government, people on 
low iucomes may be forced into poverty by having t» 
purchase these in the market, 


"o addition, government tax policies play a cructally 
important role in determining income and wealth 
distribution. (We will study these later in this chapter.) 
“Tax policies that favour the rich and do not favour 
redistribution contribute to inereasn, 

wealth inequalities and poverty. In many countrie 
particularly developed ones, changing tix policies have 
contributed to widening income inequalities (sce the 
discussion later inthis 


Technological change 


While the development of new technologies contributes. 
greatly to improving labour productivity (output per 
worker; soe Chapter 11) and therefore to promoting 
conornie growth, in recent years it has contributed fo 
prester inequality The reason is that it bas eliminated 
torne jobs by replacing human labour by machines 
automation). For example, jobs in packaging or 
manufacturing that require a Jot of repetitive work have 
been replaced by machines that can complete the work. 
faster and more effectively, The results that wages of 
Jow-skill labour whose jobs are being eliminated do 

not rise much, At the same time, sew technologies have 
created demand for new higher-level skills, meaning 
that wages of such workers rive aster than those of low- 
skill workers. As a result, income differences between 
igher-skill and lower-skill labour are increasing. 
Another related factor is that technological change 

that leads to th replacement of labour by capital (new 
machines) means that thene is an increase in incomes of 
owners of capital, This results in growing income inequality 
between workers whose income comes from their labour 
tnd! ihe owners of capital who invest in new machines 


Globalisation 


Globalisation contributes to the above process. I refers 
to economie integration on a global scule, involving 
increasing interconnectedness throughout the world 


in many areas trade, finance, investment, people, 
technology, ieas, knowledge, communications and 
culture) Increased foreign direct investment (FDI, 
involving investments by multinational corporations; see 
Chapter 20) from developed economies increase income 
inequalities in both developed and developing economies 
because FDI tends to involve greater demand for skilled 
rather than unskilled workers, increasing the income 
differences between the two. In addition, developed 
economies sometimes offshore certain jobs (relocating 
them to other countries with lower labour costs), 
resulting in a lower domestic demand for certain skills 


Market-based supply-side policies 


"These polices will be sided at length in Chapters 13 
and 20, where we wil see that in some cases they lead to 
greater unemployment, or lower incomes for lower skilled 
‘workers and hence to increased income inequalities 

and poverty They have been increasingly used in many 
counts around the world since tbe 19805, Policies such as 
diccousaging trade unions and reduction of the bargaining 
power of Lour reduction of the minimum wage, and. 
reductions in employment protection have been found to 
contribute significantly to increasing inequalities 


High abnormal profits of firms with 
increasing market power (HL only) 
‘Some large firms with market power have been al 
cam very high and increasing abnormal rots w 
transfer income and weal away from consumers who 
have to pay higher pes and toward the owners of the 
firms (see Chapter 7. Section Evaluating monopoly and 
comparing with perfect competion 


Increases in pay of certain occupations 


Certain occupations, in particular executives and 
professionals in the financial sector and non-financial 
Executives have been enjoying huge increases in pay. In 
‘the United States, the ratio of pay of CEOs to pay of 
the average worker increased from 20 10 L in 1965 to 
30010 1 in 2017 


Unemployment 


An unemployed individual receives no income but may 
receive some unemployment benefits: however: these are 
generally low relative to income received for work, and 
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in most countries are only provided far limited periods. 
IF unemployment is long term (such as with structural 
unemployment), then an individual or family is more 
likely to become poor. The risk of falling into poverty is 
far greater in single-parent households where the parent 
às unemployed, orf both beads of a household are 
‘unemployed overlong periods. 


Geography 
Some people may live in remote, isolated geographical 
regions vith limited possibilities for employment and 
‘wth limited possibilities to relocate (move) t other more 
Sconomically active regions (due to pov, ape, or ck 
Of communication and lack of marble ll this 
problem may be especially significant in ome rural areas 
Pn developing count 


Age 
Older people may receive pensons that are barely enough to 
cover minum pees and in many countries (puru 
developing ones) raay ecce no pension at all they have 
ben ving and working in the informal economy (outside 
the legally repstr economy: see Chapter 19), 


Poverty 


Poverty itself may become a cause of further poverty. 
If people do not have access to essential services 
such as health cate, education and housing. a self- 
perpetuating cycle may be set into motion where low 
mes lead to low human capital, nd further to 
low incomes, This is part of the ‘poverty cycle’, to be 
studied in Chapter 19. 


Explain the meaning of inequality of 
opportunity and using examples discuss 
how it contributes to economic inequality 
and poverty, 


2 Identify some further causes of economie 
inequality and poverty, explaining in each 
case how inequality or poverty are created 
or worsened. 


12.4 The impact of 
income and wealth 
inequality 


Economic growth 

ty Chapter H we examined the impact of economic 
growth on income distribution. Now we look at the 
impact of income (and wealth) distribution on growth. 


"There is increasing evidence that high levels of inequality 
are not good for economic growth. A number of 

studies confirm this point For example, a study by the 
International Monetary Fund (IMF) concludes that 
Tower inequality is linked with faster and more sustained 
growth, while policies that redistribute income do not 
arenerlly have negative fects on growth.” Another 
study by the IMF foul that periods of growth were 
‘more likely to come to an end in countries that have 
more unequal income distributions.” 


‘Yet another study by the IMF based on data from 159 
developed and developing countries finds that increases in 
the share of income of the poor and middle cass works 
o increase growth, whereas an increasing share of the. 

Top 207. results in lower growth” According o the study 
if the income share of the top 20% (the rich) increases, 
Then GDP growth actully declines over the medium 
term while “an increase in the income share of the bottom 
20 (the poor) is associated with higher GDP growth 


2 distribution, equality and growth peso im oreste ed 20d 40? p 
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Reasons why inequality lead: to lower growth include the 
following: 


^ Greater inequality lowers growth by reducing 
the ability of lower income households to invest 
în human and physical capital. For example 
it leads to lower spending on education, with 
poor children going to lower-quality schools, 
‘which in turn makes it more dificult for them. 
to continue to university. This results in lower 
labour productivity (output per worker) hence. 
lower growth 


^ Countries with higher levels of incorze inequality 
huve higher levels of inequality of opportunity in 
education, which is transferred from generation to 
generation so that children of low-income families 
are likely to also have low incomes (sce also Real 
world focus 12.2). 


* Hiph income inequality may lead to lower growth 
because the wealthy spend a lower fraction of 
their incomes than middle income and lower 
income geoupa” But the higher swings of higher 
income groups often leave the country as financial 
investments abroad, thus reducing resources 
available for domestic investments 


+The concentration of income and wealth in a 
few hands results in significant political control 
and the ability of powerful grou 


m 
‘even. 
though these policies may po against the interests 
of the whole population, For example, it is 
considered that the period of higher inequality 
in developed countries pve rise to activities that 
led to the global financial crisis of 2008 (such as 
financial institutions extending too much credit, 
land reduced government regulation) whieh greatly 
reduced rates of growth,” 


* Significant political control by the rich may also 
result in ess government provision of essential 
‘merit goods (education, health care, infrastructure, 
se.) Which Works against the interests of lower 
Income groups and also works against growti: 

For example, spending on education increases the 
income-earniog potential of the poor, but also 


leads to greater economic growth by increasing 
human capital. 


+ Ax improved income distribution increases the 
demand for locally produced goods and services, 
thus encouraging local production and promoting 
local employment and investment. With high 
income inequalities, these potential benefits are lost 
This is especially relevant to developing countries. 


* Highly unequal income distributions mean that 
the poor ure unable to obtain credit, because they 
have no collateral as they have no wealth, meaning 
fewer investments for people on lower incomes, 
leading to lower growth and development. Also, 
‘opportunities to pay for education and health care 
through borsuwing are reduced, leading to lower. 
human capital and lower growth and development. 


‘+ A more equal distribution of income leads to greater 
politica! stability: highly unequal distributions can 
ead wo social dissatisfaction, unrest and political 
instability, resulting in lower growth, 


Low living standards 


This is an obvious consequence arising from low 
incomes, Low living standard are associated with greater 
levels of psychological stress, substance abuse, poor 
nutrition and poor levels of health, all leading to poorer 
job and income-earning prospects. Low living stan 

ate also à consequence of the factors below: 


Lack of access to health care and education, Reduced 
ability to acces healih core and education leads to lower 
human capital formation, lower productivity and lower 
incomes, possibly resulting in the self erpetuating 
poverty cycle noted above (see Chapter 19), 

Higher infam, child and maternal mortality. The inability 
o access needed health care services, as well as poor 
itition for mothers and children lead to large numbers 
of unnecessary deaths among infants, children and 
Women due to pregnaney-related causes 


Higher levels of preventable dveases. Poor hygiene and 
nutrition make both children and adults more prone 
to illnesses, 
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‘Social problems, These include higher crime rates, drug 
use, family breakdowns and homelessness. 

Inability to realise nes full potential. Due 1o all of the 
above people in very low income groups are unable to 
realise their ful! potential, leading to a waste of human 
talent, and in addition to the personal costs, may result 
in lower economic growth (by adversely affecting the 
cconoray’s PPC or LRAS curve). 


cial and political stability 


High income and wealth inequalities create societies that 
are polarised and divided, consisting of social groups 
with different interests that make interactions between. 
them dificult, This leads to a reduced sense of social 
solidarity and trust in the system. while at the same time 
the groups at the top begin to feel entitled (that they have 
rights over others) 


"The groups at the top begin to have a stronger political 
influence. The result is that economic inequality leads 

to political inequality. But those groups at the top with 
political power rfluence economic policies (such as tax 
and social benefits and merit goods policies) in their 
favour, vo that economie inequality becomes even greater 
They alto influence the political rules of system in order to 
increase their political power. This results in a vicious circle 
‘of greater economic inequality and politcal inet." 


Growing inequalities increasingly give rise to the feeling 
that people at or close to the bottom are socially inferi 
piving rise to a pronounced sense of dissvtisfaction 
Which may eventually pave the way for social instabili 
With possible social conflicts Goveraments may furt 
polarise society by serving the interests of their supporters 
such as lobbyists or big money donors at the expense of 
the interests of the whole of society. As divisions between 
social groups widen. t becomes more and more dificult 
to reach consensus on important challenges 


1 Discuss some of the reasons why high 
‘economic inequality is not good for growth. 


2 Evaluate the impact of income and wealth 
inequality on 


a living standards, and 
b social stability. 


12.5 Policies to reduce 
income and wealth 
inequalities and poverty 
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Taxation policies to reduce 
income and wealth inequalities 
and poverty 


Income and wealth inequalities and poverty as we have 
seen are major global concerns. To make matters Worse 
income and wealth inequalities are increasing in many 
countries around the world, In this section we will 
consider a number of policy tools governments con use 
to promote equity (ora greater degree of income or 
wealth equality) and alleviation of poverty 


The role of taxation in promoting (or 
worsening) equity (income redistribution) 
One of the most important instruments for income and 
Wealth redistribution i taxation, because it can lower 
inequalities by taking "nove taxes from the rich than from 
the poor, 

Taxes are the most important source of government 
revenues ond provide the funds for many purposes, such 
as publie goods, transfer payments and merit goods 
Correcting externalities providing subsidies, changing. 
theallocation of resources, changing the ditribution of 
income, and many more: 


Direct taxes 


Direct tases are taxes paid directly to the government tax 
authorities by the taxpayer. The most important kinds of 
direct taxes include the follow 
© Personal income taxes, This is the most important 
ource of government tax revenues in man 
countries (especially developed countries), and 
involves taxes paid by households or individuals in 


houscholde They are paid on all forms of income, 
including wages, rental income, interest income 
ond dividends (which are income from ownership 
ff shares in a company, and are therefore income 
from profits). 


called a ‘corporation that is legally separate from 
its owners. Corporate income taxes are taxes on the 
prolis of corporations. 

f Soalth taxes, These are taxes on the ownership. 
of assets, Two common wealth taxes are property 
taxes, based on the value of property owned, and 
inheritance taxes, based on the Value of property 


inherited. 


The revenue collected from all of the above forms of 
taxation s paid into the government's budget and is used 
to finance a broad variety of government expenditures. 
In contrast to these, there is an additional form of direct 
taxation: 


+ Social insurance (sociai security) contributions or. 
payroll taxes. These axes are paid by workers 
‘and their empioyers (who pay on behalf of their 
employees), The revenues from these taxes are. 
‘not paid into the government's budget, but rather 
into specifie funds, and are used to finance specilic 
expenditures, such as pensions, social insurance and 
health care (in some countries). 


Indirect taxes 


Indirect tyes are taxes on spending on goods and 
services, discussed in Chapters and 5. They are called 
rect because, while consumers are the ultimate 

of a part of these taxes, they pay indirectly throug 
suppliers of the good or service purchased (the suppliers. 
may be the producers, the retailers, or generally the 
sellers). The most impestaut kinds of indirect tases 
include the following 


+ General expenditure taxes, also known as sales 
axes These are taxes on spending or sales of 
goods and services In the United States (where 
they are known as sales taxes), they are a fixed 
percentage of the retail price of goods and services 
The corresponding tax used in the European 
Union and many other countries around the world 
is the value added tav (VAT). VAT differs from a 
sales tax in that it is a tax paid on the value added 
by each producer in the production process In 
practice, many countries that use the VAT as well 
as states in the United States exempt or exclude 
certain goods and services from payment of taxes 
on the grounds of equity (for example, goods 


1 Value added refera to the value ofa emt output mit the value ofis Inputs. I there le mare n one stage in the production process, 
the frm paya VAT for each stage m which value a added Thus the total VAT paid by the ris he sum of the value added imen paid at 


each tage a the production procis When the good or sence teaches the market, pe 


includes he VAT hat has been paid 


ys eve invlved m in predozton Each country a he European Union has d cw. particular VAT rater 
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proportional and regressive taxation 


and services like food, pharmaceuticals, rents on. 
housing, and others) in some cases there may be 
different rates for different types oF goods and 
services on the grounds of equity. 

^ Eveise taxes, In contrast to expenditure/ales taxes 
excise taxes are taxes paid on specific goods and 
services such as cigarettes and petrol (gasoline), 
(See Chapters 4 and 5) 

* Custom duties, also known as tariffs. Customs 
duties or tariffs are a type of tax applied on imports 
of foreign goods into a country. There are two main 
reasons why governments levy tariffi One is to keep 
imports out of the country by making them more 
‘expensive to consumers, and the other ist raise tax 
revenues We will study tariffs in Chapter H4. 

Tax systems vary enormously from coviary to country 

around the world, and there are no two countries that 

ave the same tax system. While most countries have a 

mix of direct and indirect taxes, they vary with regard. 

to the degree of reliance onach of these, as well as on. 

the particular mix of types of taxes within each group. 

In addition, they can vary enormously with respect to 

tax rates and many other technical details 


Understanding the principles 
of proportional, progressive 

and regressive taxation 

Taves can be defined as being proportional progressive 
vr regressive according to the relationship betwsen 
income and the fraction of income paid as Uv The 


fraction of income paid as tax, in percentage terms, is 
referred to as a tax rate 


M Proportional taxation: as income increases, the 
fraction of income paid as taxes remains constant; 
there is a constant tax rate, 

‘+ Progressive taxation: as income increases, the 
fraction of income paid as taxes increases there is 
an increasing tax rate, 

‘+ Regressive tavation: as income increases, the 
fraction of income paid as taxes decreases; there is a 
decreasing tax rate 


"These relationships are illustrated inthe numerical 
examples appearing in Table 12.7. The table shows 
three possible income levels and four hypothetical 
taxation systems with differing tax rates. In each case, 
the amount of tay is calculated by multiplying the 
amount of income times the corresponding tax rate. In 
the case of proportional taxation, the tax rale remains 
constant (at 15%) for t come levels: therefore, 
amount of tax paid increases in the sume proportion. 
‘as income. In the case of progressive taxation, vo 
examples are presented. In both, the tax rate increases 
as income increases as a reult, the amount of tax 
increases more than in proportion to income. The 
first esumple is ‘mildly progressive, meaning that the 
az rute inereases slowly as income increases. In the 
“strongly progressive’ example, the tax rate increases 
much more rapidly. 


Ignoring regressive taxation for the moment, let's 
compare the amount of tax paid in the cases of 
proportional, mildly progressive and strongly 
progressive taxation. In all three cases, as income 
increases, the amount of tax paid becomes larger. 
Which of the three isthe most fai? (All three satisfy 


ED 


Copyright Material - Review Only - Not for Redistribution 


> "&coloNS FOL TE (B DOMA ovissi c 


the principle of vertical equity, according to which 
those with greater income should pay a larger tax 
than those with less income; see Theory of knowledge 
feature 12.2) This is impossible to answer using. 

because fairness is a normative 
question that depends on value judgments. 


The only thing that can be said with certainty is that the 
more progressive a tax system, the more equal (or less 
‘uneuai) the after-tax distribution of income becomes 
We can see why by examining the figures in the table, In 
all three taxation systems, the taxpayer faces the same 
tax rate and the same amount of tax for incorae of 
£€10000, However, as income increases to €20000 and. 
then to £30000, the amount of tax paid increases more 
rapidly in the mildly progressive system and even more 
rapidly in the strongly progressive system. By shrinking. 
the difference between the hig and low income levels, 
gressive taxation achtsves a more equal income 
distribution than proportional taxation; and the more. 
progressive the tax system, the greater the income 
equally achieved. 


In regressive taxation, the tax rate decreases as income 
increases: the proportion of income paid in tax falls as 
income nsex. Regressive taxation therefore makes income 
distibution ess equal. 


Why indirect taxes are regressive 


Although progressive, proportional and regressive 
taxation are defined relative to income, they do not 
apply just to income taxes, ut to all types of taxes, 
whether direct or indirect, This is because taxes are 
puid out of income, and can therfore be compared 
With income. To see whether a tax is progressive, 
proportional or regressive, i an be calculated as 

fraction of the incorne out of which it is paid. 
For example, corporate income taxes are usually 
proportional, Sccial insurance contributions are 
also usually proportional (for both workers and 
their employers), Indirect taxes (of all types) are 
regressive. 


‘To see why indirect taxes are regressive, consider two 


individuals. XX and XY. Each one buys a car for 
'$10000 tvathout tax), on which there is an indirect 
tax (VAT, or sales tax, or tariff) of 10%, amounting 


to $1000, Individual XY has an annual income of 
$1000 and individual XX has an annual income of 
20000. The $1000 of tax is 10% of individual XY% 
income, and itis $% of individual XX's income. In 
other words, as income increases from $10000 to 
'$20000, the fraction of income paid on the indirect 
ax decreases from 10% to 5%. This is the definition of 
‘regressive taxation, Since all indirect taxes work on the 
same principle, we can conclude that indirect taxes are 
regressive ft follows that indirect taxes are inconsistent 
with the objective of « mare equal distribution of 


Inthe real world, some goods and services considered 
to be necessities, such as food and medicines, may be 
exemptes! from general expenditure or sales axes. This 
makes indirect taxes somewhat less regressive, though. 
thoy remain regressive overall. 


"The tax systems of virtually all countries consist of 
many different types of taxes. Whether the overall tax 
system of a country is more progressive or regressive 
depends on the mix of taxes and tax rates, and 

their relative importance as sources of government 
revenue, For example, a country that relies relatively 
more on progressive income taxes is likely to have 

a tax system that i relatively more progressive 

compared to a country that relies relatively more on 
indirect taxes 


The more progressive a tax system, the more 
equal is the aftertax distribution of income 
compared to the pre-tax distribution of income, 
Regressive tax systems tend to make the 
distribution of income less equal 
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MANDING 
1 Distinguish between direct and indirect taxes, i Outline the reason for excluding some 
providing examples of each. goods and services considered to be 


necessities from payment of indirect taxes 


2. Define and explain, using examples, the aah as VAT snd idt tena 


difference between proportional, progressive. 
and regressive taxation. © Describe the impact this has on how 
regressive the indirect taxes are. 


Explain how income taxes can be used to 
lower income inequalities, 5. Outline why the issue of using taxes to 


redistribute income is partly a normative issue. 
A a Explain why indirect taxes are regressive. : panem 


THEORY OF KNC 


3882.2 


Principles of equity for taxation. 


Equity refers to the Iden of being fair or just. The design of a tax system requires some principles of equity if 
itis to be considera fair or just. There are two main principles of equity in taxation, explained below. 


Tho benefits-isceived principle 
According to this principle, cons Vd firms should pay taxas on goods and services provided by the 
government in accordance with the use they make of tham. The idea here is that such goods and servicos 
Should be paid for by their users in the samo way that goods and services provided by the market are paid 
dor. tho tax sorves a similar function as price in tha markat, and tax revenues are used to pay (at least partly) 
tor provision of he goods and services by the government. Examples of goods paid for (axed) this way 
include parks that have admission fees, res and bridges that charge tolla, roads and highways financed 
by petrol gasoline) taxes, and publicly nonced schools pid for by property taxes 


In anch cas, the banat principles used, aven though i not ahvays the case that the payar of the tac ie 
the one who medial baneh rom the use of tha good or vea. For eam le, propery tanan utad to 
Pay fer publicly-fanead achoe ar based on te assumption that people who Iva i a particular arma wil 
fond thw chien a the loc school the petral (gala) tax used to pay lr high 

maintenance presupposes that those who buy petrol (gasoline) are alse hose who wil benefi fom the us 
hth highway. 


The benefits principle is considered fai in the sense that people pay for benefits they receive, and do not 
pay for benefits that are enjoyed by others. However, it cannot be use rinciple for taxation 
Two main ressona, Cna e hat it every dificult tal posse, to identi who receives tha benefits of 
numerous publie goods lke national defence, police protection and the court system. The other is that it 


does not allow for any redistribution, such as that provided by transfer payments, 


‘The ability-to-pay principle 
According to this principle, taxes should be levied on individuals or households according to their ability 
to pay a tax, or in accordance with their income or wealth, The 'abilty-to-pay' principle is derived from 

the ideas on distributive justice (mesi o the famous Greek philosopher Aristotle, who distinguished 
between horizontal and vertical equrty. According to the idea of horizontal equity, people who are equal 
with respect to certain characteristics should be treated equally. When applied to a tax syster, this means 
that people with similar income oy wealth (ora similar ability to pay) should be taxed by the same amounts, 
According to the idea af vertical equity, people wha are unequal with respect to certain characteristics 
should be treated unequally, and in proportion to their inequalities. In a iv syste, since many people are 


a a,  J—ÓÍ]ü 
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unequal with respect to income and wealth (abii to pay), thos with greater income and wealth should 
ay a larger tax han those with less income and wealth. If a tax system is designed with these ideas in 
mind, the distribution of income will become more equal (or less unequal) 


The abiliy-to-pay principle is considered ^ai because people with higher incomes pay more tax than 
pecple with lower incomes. It also helps solve the problem of redistribution through such methods as 

fer payments. Whereas it is widely accepted, and is used in most counties as the basis for designing 
income tax systems, in practice it is very dificult to reach agreement about how the concepts of vertical and 
horizontal equity should be interpreted. Ever if it is agreed that the rich should pay more than the poor, the 
question is, how much more? This is a highly controversial question, and the answer depends very much on 
political beliefs and value systems (normative issues). 


Thinking points 


‘+ Do you think itis important for a tax system to be bas 


accepted by the members of a society? 


* Examine the benolits-received and the abilty-to-pay principles iom the perspecti 
How would you justly your argument? 


do you think ls more "ai 


sd on a principle of equity that is generally 


‘of equity. Which 


* Do the people of a society have a moral obligation to pay taxes? What If they do not agree with the. 


‘equity principle of the tax system? 


Achieving progressivity 
through proportional taxation 
(Supplementary material) 


If you are interested you can read about this in the 
digital coursebook as Supplementary material 


Calculations of direct and 
indirect taxes (HL only) 


How to calculate total income taxes 
and average tax rates 


“To sce how income taxes are culeulated in the real world, 
Wwe will mae a distinction between marginal and average 
tax rates. A marginal tax rate is defined as the tax rate 
paid ov additional income, or on the last amount of 

tax paid, expressed as a percentage. An average tax rate 
is tax paid divided by total income, also expressed asa 
percentage. All the tax rates appearing in Table 12.7 are 
average tax rates 

In the real world, income taxes in a proprensive tax 
system are calculated using successive layers of 

income and applying a different tas rate lo each 

layer. The layers of income aze called tax brackets, 

and the corresponding tax tutes are the marginal tax 


rates A numerical example will help you understand 
this, Column 1 of Table 12.8 shows tax brackets (the 
layers of income) in a hypothetical economy, and. 
column 2 gives us the marginal tax rate that applies to 
cach bracket 


Suppose we want to calculate the amount of income 
ax paid on an annual income of 559000. The total tax. 
paid will be 0 for the fest $1000 of this income; 9 
income between S10001 and $25000; 22% on income. 
between $2500 and $$5000; and finally 4% on income. 
between $55001 and 59000. We calculate the total tax 
paid as follows, 
40v 510000) + (0,09 x SI5000) + (0.22 x $30000) + 
140 © $4000) = 0 + $1380 + $6600 + $1600 = $9550 
What is the average tax rate for the income of SS9000? 
M is total tax paid divided by income expressed as a 
percentage, or 

$9550 
559000 
Using the information in Table 12.8, e's now calculate 
the income tax paid on income of 175000. 
KOX 10000) + (0,09 x 815000) + (0.22 x $3000 + 
(040 560000) + (0,55 = $60000) = 0 + 51350 + $6600 
+ 824000 + S33000 = 564950 = income tax paid 


0.162, oF 16.2% 
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The average tax rate on income of $175000 is 37.1% 
564950 
* 3175000 
Comparing the sverage tax rate for income of $59000 
(16.2%) with the average tax rate for income of 
5175000 (57.1), we see that the higher income has a 
higher average tax rate, just as expected since this is a 


20371,0137.. 


10-1000 


10001-25000 
[25001-55000 
55001-115000 40, 
115001 or more 55 


Table 12.8: Income taxes 


ih increasing marginal tax rates 


Calculations involving indirect taxes 


Suppose a family with an annual income of €60000 
pays income tases of €15000. It pale income is 
£45000 disposable income is afler tax income vo it 

is 60000 — 15000). Is average nate of come tvi 
E 

D 

Suppose the family spends all of ts dispos:bie income 
This spending includes an indirect tax hats imposed on 
purchases ofall goods and services 125, Therefore 
the actual amount spent on the purchase wll be less than 
5000 The question we vant to answer how mich 
indrecr tax i family paye 


‘You might be tempted to say that the amount paid is 
18 €5625 (= 0,125 x 45000). 
However this wonid be incorrect,” 


To find the indirect tax paid, let Z = the amount of 
spending on goods and services themselves not including 
the indirect tax, 


‘t follows then that: 
/ 4 0.125 Z = 45000 or more simply 1.125 Z = 45000. 
Solving for Z we have. 

45000 


= Ei - ance 


There ure two ways we can now find the amount of tax. 
One way is to subtract spending before the ax from 
spending after the tax, so that 

45100 — €40000 = €5000 = amount of spending on the 
indirect tax, 


‘An alternative way isto take 12.5% 
10,125 » 40000 = €5000, 


1 40000 or 


Mare generally we can say that since the amount of. 
spending on the indirect tax = 0.125 Z, and since 
45000 
d 105 
amount f spending on th indirect ax = 
En") 
las 


it follows that 


[XL 


= e5000 


Generaliing, we can say that if 5 = the amount 
available for purchases and r= the rate of 
indirect tax, the amount of spending on the. 

s 


indirect tox = zi 


I is now possible to cul 
Jus for this family. 


Me the average rate of indirect 


sow 
[E 
Suppose we now want to find the total average rate of 
ax ofthis ui that includes both the direct and the 
indies tax, To do this we add the amount of direct tax 
To the amount of indirect tax and divide by total income 
1500045000. 20000 

10000 — 60000 
3333 oF 33.33% 


average rate of indirect tax 


total average tax ra 


Note that we can also find this by adding together the 
two average tx rates that we found above: average rale 
of income tax + average rate of indirect tax = 25.0% + 
832335. 


MM To see why ha iso note that C25 a pad as indirect tan, tha means that CI 7S (= 45020 - S428) is the amount of pending to 


buy goods ane 
D125 x C3375 - 2187 on 
including tax ia C5000 


ices Since there n 128% tax on spending to buy all goode and services 4 
makona total ponding - C37 375 + C821 87 = (MZ 07 which a pot posable since ttal pending 


means thai the fey must poy 
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The following questions are based on the data in 
Table 128. 


11 Calculate the amount of income tax paid by 
families with annual income levels of 


> $6500, 
b $15700, 
« $31000, 
4 S48000,and 
© $120000. 
2 For each of the ems in question 1, 


a calculate each family's average income 
tax rato, 


b outline what happens ta the average tax rate 
as income increases and explain why, and 


€ state each family's marginal tax rate. 


3. Suppose that the family with income of 
$4800 spends 85% of its disposable (after 
tax) income (it saves 15% of i). Suppose, too, 
that the family pays a 17% value added tax 
(VAT) on its spending on all good and services 


Calculate the amount of indirect tax paid. 


b Calculate the amount of indirect tax paid 
as a percentage of income (the average 
indirect v rata). 


© Using your answer to question 2, calculate 
tha total average tax rate including bot 
direct and indirect tax 


‘This means that this family is paying one-third of its 
{otal income, or 33.33% as taxes, including both direct 
amd indirect. 


Evaluating taxes as a policy 
for redistribution 


In advanced economies an estimated 25% of redistribution 
‘oveus through the tax system (the remaining 7% occurring 
through benefits like transfer payments; ee below). 


A long-standing debate among economists has concerned 
the possible conflict bets economie growth and 
equity, interpreted ( mean greater economie equality. 
To Section 12.4 we saw that there is strong evidence that a 
high level of esonomie inequality is not pood for growth, 
Therefore it would seem to follow that tax systems that 
are designed to reduce income inequalities would be 
good for growth, Such tax systems would favour direct 
axes of all types that are progressive (personal income 
ases corporation taxes and wealth taxes), since the 
more progressive a tax system, the greater the [action of 
income, profit or wealth that is taxed away, and therefore 
the preter the resulting equality in distribution. This line 
of reasoning would also suggest there should be less 
reliance on indirect taxes, as these ore regressive. 


‘Yet many economists would disagree on the grounds that 
progressive taxes have disincentive effects. Itis argued. 


‘that income raves reduce after-tax income, 
u disincentive to work, 


icing as 
well as to save particularly 
ies who would be taxed more 

ly They have the elect of reducing the quantity 
fof labour offered in the market and also reduce savings 
Lower savings ls a negative effect on investment, 

and therefore on production of new capital goods 

Tn addition, corporation saves, which are taxes on the 
profits of corporations have the effect of reducing the 
incentives to invest, alvo resulting in lower production 
‘of new capital goods. Lower quantities of labour and 
capital in turn izanslate into lower rates of growth 

for the economy, Some economists further angue that 
eth lavey also have negative effects on efliciency and 
innovation by reducing incentives to invest in productive 
Capital, thus also leading to lower growth. 


"This thinking is very much in line with market-based 
supply-side policies that we will study in Chapter 13, 
which has become increasingly popular in many 
countries since the 1980% This may explain the trends 
in reductions of certain kinds of direct taxes in many 
countries in the lst decades. Since the 1980s the role 
of taxes has weakened as a method for redistribution. 
"This has been due to declining tax rates in many 
countries, which have coat ibuted fo increasing 
economic inequality 


For example, of the 26 countries of the OECD, twelve 
countries had wealth taxes in 1990, and by 2017 these 
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had been reduced o only four countries In the case of 
inheritance taxes, the proportion of government revenues 
rise by this type of tast have fallen by three hs since 

the 1960 in OECD countries. Corporation taxes have 

also been falling vs many countries In 1990 the average 
corporations tax in the G20 countries" was 404. By 2015 it 
had fallen to 28.7%, In addition, multinational corporations 
make increasing use of tax havens (countries where 
corporations do not have to pay taxes) as well as thes 
roethods to avoid paying taxes The IMF estimates that tax 
venues from multinational corporations worth s ouch as 
Tof GDP of OECD countries are lost each yeas." 


Net there is no evidence that lower taxes bave the effects that 
their proponents claim. Lower income tax need not lead. 
"o more work, they may simply ead vo more leisure time. 
(lime away from work). Lower corporation taxes need not 
lead to greater investment, in ft a cut in the corporation 
tax that took place in the United States in 2017 led to es 
investment by corporations (see Real world focus 12.4 and. 
especially 132 in Chaper 13), Moreover, contrary to the 
bove claims certain wealth taxes, including taxes on real 
state and Lond ar both equitable and efficient.” 


Instead, the above trends have led to increasing economie 
inequality.” 


In view of the above, there are many prominent 
economists who argue that the best way to reverse the 
rend toward increased wealth inequality is bv taxing 
corporations and wealth, including imposing raheritance. 
taxes, For example, a major study by the OECD” 
argues that there is a strong case for addressing wealth 

it recommends 
some from financial 
investments) which should hc complemented by a fom. 
of wealth taxes, preferably inberitance laxe 


Moreover, the International Monetary Fund! 
sce Chapter 20) avc that a number of different wealth 
axes should be considered to address the problem of 
increasing inequality. Further, according to the IMI 
declining progressivity in income taxes of many countries 
in recent decades should be reversed, without fear that 


‘this will reduce growth, because there is no evidence that 
higher inconar taxes will have negative effects on growth. 


Other policies to reduce 
income and wealth inequalities 
and poverty 

In addition to taxes there are a number of further 


redistribution policies that governments can use to 
address economic inequality and poverty. 


Policies to reduce inequality of 
opportunity: investment in human capital 
Inequality of opportunity is a major factor leading to 
income and wenih inequality A key policy to tackle hi 
involves investment in human capital including access to 
high quality education and health care 


In education, disadvantaged groups have much lower. 
cduvational attainment, For example, in sub-Saharan 
Africa, where the differences between high and low 
income people are the most pronounced, almost 60% of 
of the youth population aged 
years of schooling, compared 


Regarding access to health care, there are significant 
differences between the richest and poorest quintiles 
everywhere in the world, though they are more 
pronounced in developing countries, For example infant 
mortality rates in developing countries on average are 
shout 67 per 1000 live births for the lowest quintile 
compared to 48 for the highest quintile. In emerging 
market economies the corresponding figures are 

Mad Ir 


People with deprivations in areas such as education and 
health are unable to offer their children opportunities 
available to higher income families Therefore investment 
by the government in human capital to ensure universal 
access to education and health care is imperative. 
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To reach people on very lw incomes these services 
should be provided free of charge rather than rely on 
out-of-pocket (private; payments or private provision, ax 
such services are beyond the reach of the poor, 


Transfer payments. 


"Transfer payments (cash sfera) are payments made by 
the government to individuals specifically for the purpose 

‘of me distributing income away fom certain groups and 
towards other groups; they transfer income from those who 
Work and pay taxes towards those who need asiance 

The groups of people who receive the transfes payments 
may include older people, sick people, very poor people, 
children of poor families, unemployed people and others: 
in their entirety they are referred to a vltenae rou 
“Transfer payments include okl ve pensions disability 
pensions unemployment benita war veterans” benefits, 
maternity benefits, child conces housing benefits for the 
poor, student grants aud many more Transfer payments 
are made possible by taxes collected by the government 

A portion of taxes paid to the government by the working 
population i used to make transfer payments to vulnerable 
rots thereby achieving some income redistribution. 


Transfer payments are used in many countrie around 
the word, both developed and developing, As many 
à or more developing countries use condition! 
cash transfers, meaning that these are granted to 
poor households on condition that they meei cert 
requirements usually linked with children's educatio 
and bealth care. They have become à major anti-poverty 
Tool and have also been introduces in the United States. 
They are specially important as they focus on the 
extremely important objective ef building human capital 


Transfer payments play a major role in improving income 
distribution. In developed countries they contribute 

an estimated 7 iproved distribution (the 25% 
being due to the tax system), A disadvantage of transfer 
payments iavolves the burden on the government 

budget and the opportunity costs (sacrificed alternative 
government spending). Also, some argue that transfer 
payments create incentives for people not to work, 
however there are serious questions about the extent to 
Which this argument is valid (see Real world focus 12.3). 


Targeted government spending 
on goods and services 
Governments spend to provide ert goods, which 


are goods that are beneficial fur consumers, often 
with positive consumption externalities, that are 


underprovided ty the market and underconsumed (see 
Chapter 6). In the absence of government intervention, 
two of the most important merit goods that would be 
‘undercoasumed due to low incomes and poverty would 
be education and healthcare. Education and health 
‘are are so important that they are ofen viewed as 
fundamental human rights. 


"This means that it is not enough for governments just. 
to provide education and health care (to supplement 
‘the insufficient quantities provided by the market). 
Governments must also ensure that these are affordable 
for very low income groups, This can be accomplished. 
When governments offer education and health care 
service that are free (or nearly free) of charge to 
consumers Governments may also provide subsidies to 
private providers to increase supply (sce Chapter 6). In 
‘addition, education and health care can be made more 
alfordable through transfer payments 


it goods that are especially important in 
tng countries where there are Lange groups of 
‘people on very low income include infhustructure, which 
consists of numerous kinds of physical capital, such as 
clean water supplies, sanitation and sewerage, Offering 
these at zero or Tow prices makes them affordable to 
poor people who would otherwise be unable to pay for 
"hem, (Infrastructure will be discussed in more detail 

in Chapter 19) 


Whatever the merit good, the government uses tax 
revenues to provide the good in larger quantities than the 
market would have provided, and additionally to make 
it available at very low for zero) prices, thus offering 

il amounts of redistribution. In addition, as we 
know from Chapter 6, provision of merit goods involves 
correction of positive consumption externalities, which 
are a type of market failure, and attempts to correct U 
markes underallocation of resource 


On the negative side, merit good provision is a burden on 
the government budget and entails opportunity costs in 
terms of foregone alternatives 


Universal basic income 


Universul basic income is a method intended to provide 
residents in a country with a sum of money that they 
would receive regardless of any other income they may 
‘have. Its purpose is to reduce income inequalities and 
poverty It is based on the principle that everyone in a. 
society is entitled o à hasie income, regardless whether 
or not they work for it or under what circumstances they 
have been bors into, The idea has become more popular 
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in view of recognition of growing income inequalities as 
well as fears that new technologies will increasingly give 
rise Lo job losses leading lo greater poverty, 


inancing would come partly from a tax and possibly too 
from savings from cutting other socal service programmes, 


Supporters of this idea claim that it will be effective in 
reducing poverty, and it would be administratively very 
simple io carry out, It would support diverse groups 
Tie students in university, young couples looking 

to start families, unpaid care workers, and bung 
entrepreneurs with no other source of income. It 
would provide a better balance between workers and 
employers by giving workers more freedom to leave 
jobs they are unhappy with, It would also stabilise 

the economy during a recession by providing income 
to the unemployed (like an automatic stabiliser; 

ee Chapter 13), 


Opponents claim that it would be too expensive, since all 
households including middle-income and high-income 
‘ones that do not need it would also receive it. It has 
been argued thut it could be financed only if there were 
serious cuts in other social services such as transfer 
payments to vulnerable groups (sce above). Ye it may. 
be unreasonable to cut money going to people who 
rest order to provide an income to everyor 
including those who do not need it, In view of this, an 
"alternative that has been proposed would be to oll a 
basic income only to people whose income ulls below a 


» addition there are worries that some people may 
lose the incentive to work, though inal carried out in 
Finland, North Carolina (United States) and Seattle 
do not provide evidence tha us occurs There are 
alio opportunity costs o! povernment spending due to 
diversion of funds fin other reas like health 
care and education 


An interesting case which appears to be successful is 
the Alaska Permanent Fund! where every citizen of the 
tate receives money every year (though it is not called 

a universal basic income). While many experiments 

have been done there is no country as yet at the time of 
Writing where a universal basic income has been adopted 
on a national level. 


Policies to reduce discrimination 


Countries around the world usually have legislation 
‘that forbids discrimination in the workplace, This is 
essential to ensure that discrimination does not occur 
Governments must further ensure that employers are 
informed about laws on discrimination. In addition to 
avs, efforts must be made to educate employers and 
workers on the benefits of multiculturalism, Additional 
measures include management training on anti- 
discrimination practices, and communication of anti- 
discrimination policy to employees 

However, employers may not always comply with the 

law, In some cases they nay not be sufficiently concerned. 
about discrimination to undertake the variety of 
measures above to prevent it 


Government intervention in markets: 


minimurn wages and price controls 


Pisce controls affect the distribution of income, One type 
‘of price control involves 


+ minimum wage legislation, which by setting a legal 
minimum wage, raises the lowest permissible wage 
above the equilibrium market level hereby raising 
the wages of low-income (and usually unskilled) 
workers, Whereas standard economie theory 
predicts this will create unemployment, actual 
practice indicates that this is most often not the cu 
‘and therefore works to improve income distributi 
‘while also usually increasing employmer 
(ee Chapter 4) 


In addition, governments may use price controls including 


^ food peice ceilings that set maximum prices for certain 
food products (prices below the marketdetermined 
«guilbrium price), making food more affordable 
for low-income groups, oF rent controls that set 
maximum rents lo support low income people 

4 price lors for farmers that set legal minimum. 
prices for certain agricultural products (often. 
involving government purchases of the resulting 
surpluses), raising their prices above the equilibrium 
market price in order to support farmers” incomes. 


Both these types of price controls lead to allocative 
inefficiency and a loss of social surplus (see Chapter 4). 
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1 Discuss the importance of investment in € reduces transfer payments 
human capital as a method to overcome. 


inequalities of opportunity, d introduces a system of free education and 


health care 
2 Using examples, explain how transfer 


firent cha targeted spending an seti 9 enacts legislation to reduce discrimination 


ond services can help redistribute income, Discuss the advantages and disadvantages of 
5 Explain how universal basic income is Fe 
intended to work 
b transfer payments, 
4 Explain what is Ikely to happen te a country's 
Lorenz curve and Gini coefficient if its goverment: < targeted spending on goods and services, 
a increases income tax ratos applied to universal basic income, 
Morte comen 9 discrimination policies, and 
b places a grestor emphasis on indirect 
{anes relative to direct tas as sources of V gerunt rtarvaon ksh for of 
bebe sg Price controls including minimum wages 
‘The role of taxes and benefits in UK " 


Income redistribution | 
In the United Kingdom, the top 20% (quite) 
of the population has an income that is twelve 
times the income of the bottom quintile before 
taxes and social benefits, After taves and 
benefits this number falls to five timos, 


While progressive taxes play a role, benefits 
are responsible for the largest part in the drop. 
in inequality. 

‘The bottom 20% (quintile) of the population 
receives sixteen times more in benefits as a 
share of income than the top quintile does. 


But the top quintile pays only 2.7 times as Figure 127: Jaywick, England. The most deprived area in England 
much direct tax as a share of income as the. 
bctiom quintile, Note that this does not account for the effects of indirect taxes, which are regressive. 


In 2017, the government imposed a limit on benefits, which restricted these to the fst two children only. 
Within the first twa years of the cuts, an estimated 400000 children were affected. It is expected that 

an additional 300 000 children will be pushed into poverty by 2024. The policy has been justified on the. 
grounds that the cuts will provide an Incentive for people on benefits to work. According to official figures 
however most of the people affected are already working." 


M hepe vn theguattan cn ceny/20un/ltwo chldbeneft nt pus 
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In 2019, there wara proposals for a tax cut that would benefit higher income earners, as well as proposals 
to reduce the corporation tax even though this is already ons oí the lowest among developed countries. 

Source: ww theguardian con 
Applying your skills 


1 Draw two Lorenz curves showing the United Kingdom's income distribution before and after taxes and 
benefits, 

2 Explain why benefits make a greater contribution to income redistribution than taxes in the 
United Kingdom. 


3. Discuss the likely effects on tho United Kingdom's income and wealth distribution of the cuts in child 
benefits and proposed tax changes, 


Increasing market concentration, inequality and low growth (HL only) 
Joseph Stiglitz, a Nobel Prize winning economist, points cut that Inequality in the United States is at its 
highest since 1928, GDP growth has been very low in comparison with the decades after the Second 
ind market concentration is growing (see Chapter 7, Real world locus 7.2), Stiglitz sees these 
‘being interconnected. 


‘Market power has increased because business leaders make great efforts to create barriers to competition; 
5 one put it ‘competition is for losers’. Competition laws have not been updated and are not being 
forced. With growing ma ploit thei ‘ough higher prices 
loye 
lo market-b»ved supply-side policies; soe th 
‘economic inequality and poverty) Corporate profits are therefore increasing. At ih 
workers! pay is stagnant, CEOs end senior executives are increasing their owr pay, without using higher 


investment 
Recent tax cuts of 2017 in the United States, which included cuts in the corporation tax, are expected to 
favour the rich while hurting the poor To make matters worse, Stiglitz notes that corporate executives 


used most of the benefits of the tax cuts to enrich ther 


athar than to invest more, 


Stiglitz argues that increasing market power of large firms increases their ability to influence Americas 
policies. "Andi as the system has become more rigged in business's favour, it has become much harder for 
ordinary citizens to soak redress for mistreatment or abuse.” 


Stiglitz is concerned about the effects of rising Inequality which leads to falling aggregate demand as the rich 
consume a smaller fraction of income. At the sama lime, market power reduces the incentive to invest and 
innovate. Political investments in getting lower taxes yield far higher retums than real investments in plant 
and equipment. The table below shows income growth for different income groups over a 35-year period, 


P http Hawa vorcomipaley end poltics/2018/2/24/170MA4O/ gop tux ctt refor s chr egiasvereh poor sph 
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Top T 342. 
[Top 20% [3 1 
Fourth 20% 2% 
Third 20% ET 
Second 20% 28%. 
Bottom 20% E 


Table 12.1 
Sour 


US income growth in real terme, 1979-2014" 
Figure 12.8: Social inc vat between rich and 
ordinary people 


vnd gab columbia ea 

Applying your skills 

1. Identily possibla ‘barriers to entry studied in Chapter 7 and explain how they may be linked to rising 
income and wealth inequalities, 


2. Explain vihat Stiglitz means by ‘the system has become more rigged’, and how it relatos to rising 
income and wealth inequalities 

3. Uso an AD-AS diagram to help explain the affects of rising inequality’ due to the difference in 
spending patterns of rich versus law- and miciale-income households. 


Tho following questions will help yeu efleet on your learning and enhance your understanding of key 
topics in this chapter. They are suggestions for inquiries that you can undertake c^ your own or in groups 
in order to revise the learning cbjectives of his chapter 


1. Research the definition of ‘poverty’ in the country you live in ora country of your choice. What income is 
required to be above poverty line? Discuss with your classmates what relative poverty looks like where you 
lve. What kinds of goods and services are considered to be things that most of the population enjoys? 

2 Investigate pxlicies to reduce poverty and inequalities in a country of your choice. Consider the extent 
to which these have been successful, and possible ways that they might be improved. 

3. Research three countries where universal basic income experiments have been carried out. Evaluate 
the effectiveness of each given their respective rests 

4 Identify a country of your choice and research how its income and wealth distributions have changed 
‘ver the last couple of decades, What arc the factors that have contributed to the changes you observe? 


M STYLE QUESTIONS 
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CONCEPTUAL UNDERSTANDINGS 


1. Macroeconomie objectives. 


vxued by government intervention through a choice of policies 


2 The effectiveness of gover; rent policies is influenced by political, econ- i, social and. 
environmental factors tha" are interdependent. 
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^ In what ways do governments gonorate revenue? 
+ What do governments spend money on and why do they prioritise certain choices over others? 
+ Can you think of ways the government intervenes to solve the problems of unemployment and inflation? 


In this chapter we wil use the .D-AS model as the basis for analysing 
alternatives that can be asd by govemments to achieve a variety of macn 


objectives 


D.C, USA Federal Reserve, the US central bank 
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13 Demand-side and supply-side policies 


13.1 Introduction to 
macroeconomic policies 


Demand-side policies 

Demande police, ibo known as demand 
management, focus or changing aggregate demand, 
or shifing the aggregate demand curve i the AD-AS 
model 1o achieve veral macroeconomic goal, They 
are based onthe idea hat short-term Mutations in 
teil GDP of the busines eyele are due to actions of 
firma and consumers lfecing aggregate demand, 
causing inflationary or deflationaryirecessionary gaps 
Desvand-side policies try to counteract the elects 04 
these actions and bring aggregate demand to the fuli 
employment level af renl GDP, or potential GOP 


There ar 


two types of demand-side policies: 
^ monetary policy 
^ fiscal policy. 


Monetary and fiscal policies atlempt to reduce the 
ort-run fluctuations of the business cycle. They are 
called stabilisation poicis, because they ty to stabilise! 
the economy, eliminating short-run instabilities caused 

by increases an s of aggregate demand. I 

bilisation policies worked as intended, the busines 
cycle would be flattened out, and the economy's actual 
output wouid be very lose to its potential output 
(see Chapter S, Figure 8.4). In practice, the most 
that stabilisation can hope to achieve is to lesen the 
severities of the business cycle. 


Supply-side policies 


‘Supply-side policies focus on the production and 
supply side of the economy, specially on factors 
aimed at shifting the long-run aggregate supply 
(LRAS) or Keynesian AS curves to the right, to 
increase potential output and achieve long-term 


economic growih (see Chapter 11, Figure 11.2) 
They do not attempt to stabilise the economy by 
reducing the luctuations of the business cycle. 
Instead, they focus on increasing the quantity 
and quality of factors of production, as well as 
‘on institutional changes intended to improve the 
economy's productive capacity 


‘There are two major categories of supply-side polices: 


^ market-based, which rely on the working of the 
market 

‘+ interventionist, which rely on government 
intervention, 


13.2 Demand 
management and 
monetary policy 


"D 
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The role of central banks 


Monetary poliey is carried out by the central bank of 
cach country. The central bank must be distinguished 

‘om commercial banks, Commercial banks are 
financial institutions (which may be private ov public) 
Whose main functions are to hold deposit: for their 
customers (consumers and firms), to mae loans to 
their customers, to transfer funds by cheque (check) 
electronically from one bank to another, and to buy 
government bonds, (Government bonds were explained 
in Chapter L1 in the section on Government debt.) 


The central bunt: is usually a government financial 
institution wath several important responsibilities: 


^o Bonker to the government, The central bank 
acts as a banker to the government in the way 
that commercial banks act as bankers to their 
customers It holds the government's cash (as 
deposits) receives payments for the government 
and makes payments for the government, and 
manages the government's borrowing by selling 
bonds to commercial banks and the public. 

* Banker to commercial bunks, The central bank alo acts 
‘asa banker to commercial banks by holding deposits 
for them and can also make loans to them in times of 
need. (Itis not a banker to consumers and firms) 

‘+ Regulator of eonsuerial banks, The central bank 
regulates and supervises commercial banks, making 
sure they ojerate with appropriate levels of cash, 
according to rules that ensure the safely of the 

cul system, 

ict monetary policy. The central bank 

is responsible for monetary policy, based on. 

{ts control of the supply of money and interest rates, 
Every country has a central bank, In the countries of 
the European Union that have formed the European 
Monetary Union (that have adopted the euro also known 
‘euro zone! countries), the national central banks. 
maintain many of their functions, noted above, but the. 
responsibility for monetary policy has been transferred to 
a single organisation, the European Central Bank. 


Central bank independence 


Although the central bank 
institution, in many countries it has a degree of 
independence from government interference in the 
pursuit of monetary policy. Independence ensu 
monetary policy can be conducted in the best longer- 
term interests of the economy, without 
{rom political pressures (such as encouraging ec 
activity just before an election), There is a general trend 
around the world for governments to make central 
banks increasingly independent, 


sally a government 


The goals of monetary policy 


Monetary policy attempts to achieve the 
following goals 


^ Low and state cxi of inflation. In Chapter 10 we 
earned that high rates of inflation have several 
undesirible effects on the economy and the 


eo) 
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population. Monetary policy attempts to achieve 
‘low and stable rate iattion, which varies from 
country to countiy but is often about 2% low but 
not so low that it is dangerously close to deflation 
(see Chapter 10). Many central banks practice the 
policy of inflation angering, discussed below, 

* Low unemployment. We have seen in Chapter 10 
that unemployment also has several economic as 
well as personal and social costs. One of the goals 
‘of monetary policy may be to try to maintain 
‘unemployment at relatively low levels, The 
type of unemployment involved here is 
unemployment, arising ina deflationary gap due to 
insuficient aggregate demand. 

* Reduce business cycle fluctuations, We studied 
the business cycle in Chapter 8, Figure 8.3 
showed that real GDP growth is uneven and 
irregular. Fluctuation, around potential output 
are disruptive to tlie normal functioning of the 
economy, causiny inflation when output is above 
potential output, and cyclical unemployment when 
itis below the potential, One of the objectives of 
monetary policy is to try to make the fluctuations 
of the business cycle as small as possible. 

^ Promote w stable economic environment for long 
{erm growth, Consumers and firms need a stable 
economic environment to be able to plan ta! carry 
out their economic activities Firms, in particular, 
must make plans such as what capiti goods 
to invest in, how much to invest, and whether, 
how and in what areas to purs? research and 
development (RAD) and technological innovations 
“To be able to plan, firs need economie stability. 
consisting of avoidance of sharp economie upturns 
(inflation and inflationary gaps) and downturn 
(recession and unemployment in deflationary gaps). 
Monetary policy helps crente the macroeconomic 
environment ihat encourages activities impacting 
on long-teri economic growth. 

^ Eterna balance. External balance refers to 
situation where a country’s revenues from exports 
orc balanced by spending on imports over an 
extended period of time. This i partly the result of 
the value of the country s currency oris exchange 
rate (Chapter 16). The central bank can influence 
exchange rates because of the close relationship 
between interest rates and exchange nues 


Inflation targeting 


While ful! employment and a low and stable ale of 
inflation are among the goals of monetary policy, in 
Tevent years more and more central banks around the 
‘world are using a kind of monetary policy that aims at 
‘maintaining a particular targeted rate of inflation (for 
example, Australia, Brazil, Canada, Chile, Finland, 
Israel, Mexico, New Zealand, Norway, Sweden, 
Switzerland, the United Kingdom, the European Union 
‘and many others 


The International Monetary Fund (IMF) defines 
Inflation targeting as 


the public amusement of medium-term 
‘numerical targets for inflaton weith an institutional. 
commitment v the monetary authority 1o achieve. 
these targets 


Many countsies pursuing inflation targeting have 
targets between 1.5% and 2.5%, with one percentage 
point above and below as a “tolerance? margin, 

‘The inflation target is set in terms of the consumer 
price index (CPI), which also lakes into account prices 
of imported goods (included in the CPI busket). 
However, inflation targeting is usually based on 
forecasts or predictions of future inflation based on 

the CPI (see Chapter 10 for a discussion of the CPI). 


Intian 
including: 


argeting offers a number of advantages 


^ achievement of a Jow and stable rate of inflation 

^ improved ability ef economie decision-makers 
(firms, consumers} to anticipate the Future rate 
of inflation and therefore plan their economic 
activities 


^ grenier co-ordination between monetary and 
fiscal policy since knowledge about inflation targets 
allows the government to plan its fiscal policy to 
complement the central bank's monetary policy. 


Yer there are also disadvantages 


‘+ reduced ability of the central bank to pursue 
‘other macroeconomic objectives, particularly 
the goal of full employment; this s especially 
important in view of the potential conflict between 
a low rate of inflation and low unemployment 
(see Chapter 10) 


"The IMF is an international fran inetuton that e wil study in Chapter 20 IMF, De Facto Clsedcaton of Exchange Rate Regimes ond 


Monetary Pal 
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‘reduced ability of the ceniral bank to respond. 
to supply-side shocks, an the event of a supply- 
side shock, such asa sudden increase in oil prices 
leading to cox-push inflation and stagflation, the 
central bunk may need flexibility to pursue an 
expansionary policy to bring the economy out of 
recession; this may mean a higher rate of inflation 
than the target 


* en inflation target that is oo low may lead to higher 
unemployment; i it is too high, it could lead to ihe 
problems resulting from high inflation, 


> Determination of the rate of 
interest (HL only) 

The money market and the rate of 
interest 


Monetary policy impacts indirectly on aggregate. 
demand through ths interest rate (or rate of interest). 
To understand monetary policy, we must consider how 
the rate of intssest is determined, 


When we borrow money, we must make a payment 
for the loan in addition to repaying the principal (the 
‘amount of the loun); this payment for a loan is interest, 
Toierest is usually expressed as a percentage of the 
principal to be paid per year, called the rate o teret 
If you borrow $1000 for one year at the rate of interest 
‘of 10% per year; at the end of the year you must pay 
buek the principal of $1000, plus $160 of interest (10. 
of $1000). 


In the real world there are many different rates of 
interest, depending on severa! lactors, such s the level of 
risk of a loan (the preuter the risk, the higher the interest 
rate): the amount of tnne over which the loan must be 
paid, known as "maturity (the longer the time period, 
the higher the itcrest rate): the size of the loan (the 
larger the loan, the lower the interest rate); the degree 
of market power of the lender (the greater the market 
power, the higher the interest rate), and others. Howew 
When economists analyse the rate of interest in economi 
models (as we are doing here), they simplify the analysis 
by adopting the common practice of referring io ihe. 
rate of interest” as if there were only one. 


We can understand how the rate of interest is 
determined as an application of supply and demand 
in a special market, the money market, shown in 
Figure 13.1(a), Money is defined as anything that 


is acceptable ay payment for goods and services 
it includes currency (coins and paper money) and 
cheque (checking) accounts, In the money market the 
demand for money and the supply of money determine 
the equilibrium rate of interest. The horizontal axis 
measures the quantity of money in the economy, and 
the vertical axis measures the rate of interest. 


The rate of interest can be thought of as the "price 
fof money services The supply of money is fixed ata 
level decided upon by the central bank. (We will see 
later in this chapter how this is done. It appears in 
Figure 13.1(a) as a vertical line, S, because it does not 
depend on the rate of interest 


"The demand for money. Dy, has the familiar 
downward-sloping shape of a demand curve, As the 
rate of interest falls, the quantity of money demanded 
by the public consumers, firms the government) 
increases, To ee why, remember that money is defined 
to be currency and cheque (checking) accounts; the 
imporient thing to note here is that money does nor 
vary interest. Suppose you have some savings let's also 
say you have a choice between putting your savings in 
an form that carm interest, such as a savings deposit in 
a bank, or elke you can hold your savings in the form. 
of currency or a checking account in a bank that does 
not carn interest. Clearly, the higher the interest rate, 
the less attractive it is for you to hold money, and the 
lower the quantity of money you are likely to demand, 
This is the explanation behind the downward sloping 
demand for money curve. 


‘The point of intersection between Dy, and Sm 
determines the equilibrium rate of interest, i, illustrated 
igure 13.10. 


1F the central bank changes the money supply, the Sy 
curve st determining a new rate of interest. This 
"ov ii Figure 3.10) Suppose initially the money 
Supply ieat Sri With demand for money Dy the 
equilibrium rate of interest sj, I the centrai bank 
increases the money supply, Sg shifis to 5 and the 
equilibrium rte of intret fl to iz. If Uhe central 
bank decrenses the money supply, Sp hits to Ss, 
and the equilibrium rate ot interest sty, 


An increase in the supply of money leads to 
a fallin the rate of interest; a decrease in the. 


supply of money leads to an increase in the rate 
of interest 


ED 
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3 Equilbrum rate of interest, 


rate of interest 


Ld 
o Q. 
quantity of money 


Changes in the supply of money cause changes in the 
equilibrium rate of intrest 
Sma Sm Sr 


LOT 
oe à 
quy of money 


Figure 13,1: The money market and determination ofthe. 
rato of interest 


Setting a target interest rate 

‘The central bank decides upon a target interest 
it wants to achieve, and then takes steps to adjust the 
money supply so that the actual equilibrium interest 
rate will become equ! to the target interest rate. 


To sce how this works, suppose the Bank of Riverland 
(Riverland’s central bank) decides to increase the interest 
rate from i, to is in Figure 13,1(b) To do so, it takes 
measures to reduce the supply of money until the interest 
Tae increases toy If the actual market interest rate devi 
fir the target rat, twill continue to adjust the mony 
supply in order to achieve the target rte. You can sve, then, 
hut central banks do not actually set or fix interest raies, but 
rather allow these o be determined by the arket. 
“Therefore, if you hear in the news that the Bank of 
Riverland increased the interest rate from 325% to 

3.50, you would understand ihat 3.50% is the new 
target interest rate that the Rank of Riverland is trying 
to achieve by reducing the money supply. 


In the real world there are many interest rates (as 
explained above), so what interest rate do central banks 
? This varies from country to country, depending 
1 nature of the monetary system. In the United 
Kingdom, the central bank targets the base rae", 
which is the interest rate at which the Bank of England 
(he central bank) lends to commercial banks. In the 
United States, the Federal Reserve (the central bank) 
targets the “federal funds rate’, which is the rate used 
by commercial banks to borrow and lend from and 
o cach other over a 24-hour period. The European 
Central Bank (of the curo zone countries) targets the 
"minimum refinancing rate’, which s the interest rate 
paid by commercial banks when they borrow from 
their respective national central bank to refinance 
their accounts, 


Distinguish between a country’s central 
bank and commercial banks. 


Outline the goals of monetary policy. 
(HL only) 


^ Using a diagram, explain how equilibrium 
interost rates aro detarmined, 


Outline what a central bank would do if 
it wanted | to lower interest rates, and 
ii to increase Interest ratos 


How the central bank changes 
the money supply (HL only) 


"To understand the process of money creation by 
comnisreial banks, we must first see how money is 

created. As we will now discover, money is created by 
‘commercial banks, though how much money they can 


create is determined by the central bank. 


How commercial banks create money 


Suppose you have earned £1000 in your summer 
job, and you would like to deposit this in your local 
‘commercial bank. You go to your bank and open 

a deposit, into which you place your £1000, What 
happens to your £10007 Your bank is unlikely to keep 
this money in its vaults for you to collec it when you 
wish. Instead, it likely to lend out a good portion of 
it to other people who want to borrow from the bank 


ED 


Copyright Material - Review Only - Not for Redistribution 


> soomes FOL TE RE BINA: courstaoon 


In general when commercial banks receive deposi 
from their customers, they do not keep all this cash 
within their vaults, The funds they must legally keep are 
called required reserves, which are a legally determined 
fraction of total deposits, calle the minimum reserve 
requirement or required reserve ratio. The rest are called 
excess reserves and can be lent oul. 


Suppose the minimum reserve requirement in 
your bank is 2. The bank must keep £200 of 
Tequired reserves in its vaults, and can lend out 

‘he remaining £800 of excess reserves Suppose 
individual A borrows the £800 and buys a computer 
from individual B, who then deposits this amount 

in her bank. This bunk must keep 207% of £800 or 
£160 (= 0.20% £800), and can lend out the remaining 
mount, which is £640 (= £800 - 160). This process 
continues an infinite number of times, and in the end. 
the amount of new loans that have been created will 
be £4000, 


"This amount is the result of a process where the amount 
of initial excess reserves of EKOO are multiplied by à 
— — 
Tequised reserve ralio? 


“monetary sultiplier’, equal to 


which in this case is 


1 
0.20 


Therefore the amount of new loans that have been 
created = $x £800 = £4000, But these new loans are none 
other than new money created, inc» all the borrowers 
from the bank were able to use their loans to carry out 
their transactions by use of money. 


Note that if the minimun serve requirements had 
been lower, say 15% the bank that received your initial 
deposit of E1000 would have exces reserves of £850 
rather than £800, it would therefore be able to lend out 
this £850, the monetary multiplier would have been 
1 

Vas 
new money, that could have been created would be 
= 6.67 x E850 = £5670, 


67, so the amount of new loans, or actually 


Note also that this amount of new money is 2 
maximun amount that can be created by i commercial 
bank given the initial deposit. It does not mean that 
the bank will actually make all those louns. In actual 
Fact it is possible that the bank wili create less than the 
maximum allowable amount, 


When banks make loans, they are actually 
creating new money. The lower the minimum 
reserve requirement, the greater the excess 
reserves, the more loans can be made by 
commercial banks, and the more new money 
can be created. The minimum reserve 
requirement determines the maximum amount 
of new money that can be created, 


‘This process of money creation is based on the idea that 
only a fraction of deposits need to be kept in the bank's 
‘vaults iis therefore called a fractional reserve system. 


Tools of monetary policy 


We will now sce how the central bank controls the 
amount of new money creation by examining the 
‘monetary policy tools of central banka, 


Open market operations 
‘The most important tool used by central banks 
to influence the supply of money is open market 
‘operations. Open market operations work by use 
of bonds (sce Chapter 1I in connection with how 
governments borrow), Bonds are simply debt, Th 
borrower issues a certificate called a bond that promises 
o pay interest at various intervals until a certain date 
when the money is repaid to the bond holder. The 
holder of the bond is therefore the lender, and the issuer 
ff the bond isthe borrower. Open market operations. 
Work through the buving aad selling of preexisting 
government bond isthe bond market. The bond 
market is simply a market where holders of bonds can 
boy and sell pre-existing bonds 


Suppose central bunk wishes to lower the interest rate, 
‘and most therefore inercase the money supply It will 
v government bonds from commercial banks. When 
the central bank buys the bonds it pays the commercial 
banks for these. This process increases the commercial 
banks! excess reserves, which they can use to make more 
loans, and therefore the money supply increases giving 
rise to lower interest rates, as Figure 13.1 shows. 


(On the other hand if the central bank wants to raise the 
interest rate, it selly bonds to commercial banks; as the 
‘banks must pay the central bank for these, their excess 
reserves and therefore tbeir lending ability are reduced, 
and the money supply is lowered. In Figure 13.1 the. 
‘money supply curve silis to the left, resulting in a 
higher interest sai 
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Central banks may buy and seil bonds not only from 
commercial banks but also tom the public in general, 
The end result i the some, only it occurs indirectly. 


Minimum reserve requirements 
‘This tool involves changes of the minimum reserve 
requirements by the central bank. As we saw earls 
the reserve requirements decrease, this means that the 
coramereial banks excess reserves increas, therefore 
thet lending ability increases, o too thei ability to 
create money, Hence the money supply increases. On 
the other hand if the reserve requirements increase, the. 
result isthe opposite. Excess reserves drop, the banks’ 
lending ability decreases, so too their nity to create 
money, hence the money supply decreases 


Changes in the central bank's minimum lending rate 
One of the functions of a central bank is that it 
sometimes lends to commercial banks. When it does 
this it charges them nn anterest rate, known as a 
minimum lending rate (according to UK terminology) 
‘This interest rate has different names in different 
countries, for example in the European Union is it 
known as the refinancing rate, in the United States as 
the discount rate, in the United Kingdom as the hase rate 


1 banks want reserves to increase their 
borrow from the central bunk. 
Therefore, the lending rate reflects the cost 
commercial banks of acquiring more reserves. If the 
central bank decreases this interest rate, K becomes lew 
costly for commercial banks to borrow from the central 
bunk, and so they can increase their borrowing. increase 
the 
the central bank increases ti rte, borrowing becomes 
more costly for the commercial banka, therefore their 
lending ability is educsd aid the money supply decreases 


Quantitative easing 
Quantitative easing is similar to buying bonds in open 
market operations, but on a much larger scale, involving 
more types of financial assets and larger quantities of 
these itis an unconventional type of monetary policy 
tha! was first used by Japan in 2001, and later by othe 
central banks due to the global financial crisis The United 
States began using the policy in 2008 and the European 
Central Bank in 2015. Conventional monetary policy 

had reduced interest rates to very low levels approaching 
zero, The objective was to encourage borzowing by firms 
and consumers in order to increase apgregate demand. 

But when interest rates fall so low conventional monetary 
Policy becomes ineffective (we will see why ater in this 
chapter). With quantitative sasing. the central bank buys 


of assets that commercial banks have or 
+ to pay for the assets the central bank creates 
reserves electronically for the commercial banks Asa. 
result he commercial banks that sell the assets end up 
with many more reserves which they can then use to make 
loans, the objective being to increase aggregate demand. 


Table 13.1 summarizes the tools of monetary policy 


Open market |Buy bonds [Sell bonds 

operations | insroesing decreasing 
commercial bank | commercial bank 
reserves thus | reserves thus 
Increasing the — | decreasing the 


money supply _|money supply 


Minimum — [Lower reserve | increase reserve 
roverve requirements | requirements 
requirements | increasing decreasing 
‘commercial bank | commercial bank 
roserves thus 
decreasing the 
money supply [money supply 
Central bank | Lower minimum 
minimum | lending rate 


lending rate 


9 
commercial bank 
roserves thus 
decreasing the 
money supply 


the money 
supply 


Create new 
‘electronically 
used by the 
‘central bank 
tobuya 

huge variety 
and quantity 
of assets 

thus directly 
incraasing the 
[money supply 
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ANDING 


4 Using the concept of minimum reserve 
requiremenis, explain the process by which 
commercial banks create money. 


2 Explain how a central bank could use the tools of 


open market operations, 
minimum reserve requirements, 


changing the minimum lending 
rate to | increase the supply of 
money, i to decrease the supply of money. 


3. Explain what is meant by the policy of 
ing. 


Real versus nominal 
interest rates 


The nomini! vate of interest is simply the market rate 
that prevails at any moment in time, If your bank tells 
yov that you will receive 5 interest on your saving: 
That is the nominal interest rate. The real rate of interest 
in the interest rate that has been corrected for inflation. 
When we know the rate of inflation and the nominal 
interest rate, we can calculate the real interest rate 


JC the annual rate of inflation is 3% and the nominal 
interest rate is 5% per year, the real rate of interest is 

- 3% = 2% per year, So if you have $1000 in a bank 
account that ens $^ per year, afler one year this will 
bea nominal amount of $1050 (= 1000 1.05) but in 
real terms, or in terms of the purchasing power of your 
original $1000 you will have $1020 (= 1000 1,02), 


When we studied the costs of inflation, we leamed tht 
savers can protect themselves against losses in the eal 
value of their saving if they can receive an interest rate 
that is at least as high as the rate of inflation. Tr the 
annual rate of inflation is 3% but the nomtaal interest 

^ per year, the rel rate of iterest will be 

“1s, Your $1000 in real terms will be worth 
5990 (= 1000099) after one year in order to protect 
yourself against inflation you mast receive a nominal rate 
of interest that is at least ^ equal to the rate of inflation, 


The role of monetary policy: 
deflationary/recessionary 
and inflationary gaps 


Changes in interest rates and 
aggregate demand 


‘The point of changing the money supply so as to 
change interest rates is ultimately to influence aggregate 
demand, Changes in interest rates affect two of the four 
components of aggregate demand: investment, J, and 
consumption, C (see Chapter 9, Table 9.1). Since some 
consumer and rm spending is paid for by borrowing, a 
change in interest rates s intended to affect the amount 
of consumer spending (C) and investment spending () 


‘An increase in interest rates is intended to lower 
consumer vn business borrowing and hence spending 
lower C ond A), and therefore shift AD to the le. 

A decrease in interest rates is intended to increase 
consumer and business borrowing and hence spending 
(higher C and / and therefore shift AD to the right 


Expansionary (easy) monetary policy 


Suppose the economy is experiencing a deflationary 
(recessionary) pap due to insufficient aggregate den 
ain Figure 13.2(a) and (b). The central bank decides 
o increase the money supply, causing a rightward 
‘shift in the supply of money curve from Sy to S; in 
Figure 13,10). With the demand for money constant, 
the interest rate all ftos f to fz 


d. 


The drop in the interest rate means a lower cost of 
borrowing: therefore, consumers and firms are likely 
to borrow more and spend more, so that consumption 
spending (C) and investment spending (I) increase 
The eest is to increase aggregate demand and cause 
a rightward shit of the AD curve, This is shown in 
Figure 13.2(a) and (b) where the recessionary pap has 
been closed through the shift from AD; to AD» 


Both the monetarist/new classical and the Keynesian 
‘models predict that an inerease in AD increases real 
GDP. However, the size of the increase in real GDP will 
not be the same. It will be smaller in the monetarist/new 
classical model than in the Keynesian one, because of the 
‘upward sloping SRAS curve. The effects differ also in 
the case of the price level. In the monetarist/new classical 
model, the increase in 4D always results in a rise in the 
price level because of the upward-sloping SRAS curve. 

Jn the Keynesian model, the increase in AD may result in 
no increase i the price level at all if the AD shift occurs 


m» 
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3 The monetarist/new classical model 


p 
H suas 
EL 
pn 
E “ADs 

AD, 

o Yoc Yp red GDP 

b. The Keynesian model 

Keynesin as 


price level 


Yee Yp real GDP 


Figure 13,2: Effects of expansionary poli: eliminating a 
racoatonmy/deflatonary gap 


entirely within the horizontal section of the 45 curve. If 
the AD shift reaches into the upward-slopin part of the 
Keynesian AS curve, as in Figure 13.2(b), there will be 
only a smaller increase in the price level, 


An increase in the money supply by the central bunk is 
referred to as an expansionary monetary policy since the 
objective is to expand agregate demand and the level 
of economic activity. fi alo an easy money policy 
since it results from an increase in the supply of money 
compared to the monetarist/new classical model. 


Contractionary (tight) monetary policy 


Suppose now that the economy is experiencing an. 
inflationary gap caused by excess aggregate demand, 
ae in Figure 13.3), (b) and (c) where the aggregate 
demand curve AD, intersects the SRAS curve and the 
Keynesian AS curve at a level of real GDP, Viste 
is greater than the full employment or potential output 
level Yp. The central bank reduces the mosey supply 
this appears in Figure 13.10) as a letward shift of 

the Spa curie, from Sy, to Sy. With the demand for 
money constant, the result is a higher rate of interest, 
‘h,or a higher cost of borrowing, and therefore reduced 
borrowing by consumers and firms The effect of 


lower investment spending (2) and lower consumer 
spending (C) is to decrease aggregate demand, This is 
shown is all parts of Figure 13.3, where the inflationary 
sop hus been closed through the shift from AD, to AD» 
A decrease in Ihe money supply by the central bank is 
referred to as a contractionary monetary policy, as the 
objective is to contract aggregate demand and therefore 
the economy. It is also known as a tight money policy, in 
View of the decrease in the supply of money. 


3 The monetaris/new classical model 


price level 


D Yp Yini real GDP 


1 


potential output 
b The Keynesian modal 


potential output 
€ The Keynesian model with ratchet effect 
" 


AD, 
AD; 


OF Yi vl GOP 


Effects uf contractionary policy eliminating 
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Note that the effects of a fall tu aggregate demand may 
be different depending on ihe model considered. If AD 
falls within the upward-sioping part of the AS curve in 1 
the Keynesian mode! (as in part (b) the effects on the 

price level and sl GDP are similar in the two models 


c Distinguish between nominal and real 
interest rates, 


{parts (a) and (5)) because the slope of the curves is b Calculate the real interest rate if the 
similar, But if AD were to decrease into the horizontal nominal rate is 5% and the rate of 
part of the AS curve, there would bea larger fallin real inflation is 3%. 


GDP and a smaller fall in the price evel in the Keyaesten 


wd, or none at all, compared with the monetarist © Caléilie the res rarest rte ifthe 


nominal rate is 4% and the rate of 


ew classical model. (The argument is analogos at 
‘noted above in connection with expansionary policy.) Inflation is 7%. 

“The Keynesian model with the ratchet effect d. Outin the manning ofa negative ea 
We know that a feature of the Keveesian model is 

that the prc leve can easily increase with wrong 2 a Distinguish between expansionary and 
teret demand, but doc» ot ci fall as contractionary monetary poly 
tgereyate demand decreases Therefore, the decrease e 

in the price level shown m Figure 13.3(b) does. b., Stite tha components of aggregate. 
not make sense To take histo account, many i ard Sat mopetén paey ex 
economists refer io the ‘ratchet effect', shown in. MSN 

Figure 13 e-Ascording o the ratchet effect, the Explain the roje of tha rate of interest in 
price level moves up when there 18 an inerease in 4D, manetany el 

and then remains at the same level until there is a dan 

further increase in AD, In Figure 13,Xc), the change 3 Using diagrams, show how the 

from AD to AD; causes real GDP to fll to Yp bai government can use monetary policy 

the pric evel remains constant at ply, This id more Whon there i 

relist representation of what stay happen im 

the real world, (You may note that the decrease in AD ^ arsada gap, and 


quired to bring real GDP to Yp rom Yu i smaller b. an inflationary gar 
With the ratchet effet than without ) Ag 
4^ Using the moretwrst/now classical 

model, expla the impact on real GDP, 


Monetary policy is carried out by the central bank, the price level and unemployment, of 


Which aims at changing inert rates to influence the follawing polices of a county 
the fand C componens of aggregate demand. n conira bank y 
a deflationary recessionary gap, the central bank 

? ias a afallin the rate of interest. 


may pursue an expansionary (easy money) policy. 
terest rates to encourage | and 
objective being to shift the AD 
curve to the right leading to equilibrium at the full 
‘employment level of real GDP (potential GOP}, In. 
an inflationary gap, the central bank can pursue 
a contractionary (ight money) policy through 
higher interest rates aimed at discouraging Vand 
C spending, causing the AD curve to shit to the 
left leading to equilibrium at the full employment 
level of real GDP (potential GDP). 


b amincrease in the rate of interest. 


5 a Answer parts (a) and (b) in question 3 
‘above using the Keynesian AD-AS 
model. 


b Explain how the predictions of the two 
models differ. 


© Describe when the ratchet effect comes 
into play. 


34 ratchet is a simple racine his allie fr something te meve oniy in one direction, 


Lodi u!ud 0n" Enna] 
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Evaluating monetary policy 


Whereas monetary policy is intended to achieve 
particular objectives 1t does not always work as 
expected 


Constraints on monetary policy 


+ Posible ineffectiveness in recession, Whereas 
monetary policy can work effectively when it raises 
interest rates to fight inflation, it s less ceri to be 
as effective in a deep recession, because 
terest rates cannot fall when approaching zero 

As interes rales approach zero. they cannot 
fali further to encourage speading by firms and 
0 Low consumer and producer confidence. lt firms 
and consumer srs pessimistic about future 
cconomic conditions, they may avoid taking 
out new loans, and may even reduce their 
investment and consumer spending, so that 
pate demand will not increase (it may 
even decrease) 
Y be fearful of lending. Yn à severe 
yanks may be unwilling to increase 
ther lending, because they may fear that 
borrowers might be unable to repay the 

Such policy ineffectiveness is not something that 

happens aften; however, it appears to have occurred 

during the Great Depression of the 1930s in Japan 
the late 1990 and early 2000s, und in the global 

recession that began in the aut mn of 2008 

+ Conflict between government objectives. 
“Manipulation of interest rates affects not only 
Variables in the domestic economy (consumption. 
and investment spending, inflation, unemployment) 
but also varie in the Foreign sector of the. 
economy such as exchange rates. The pursuit of 
domestic objectives may conflict with the pursuit 
of the goal of external balance in the foreign sector 
{soe Chapters 16, 17). 

‘+ May be inflationary, I it lasts too long it may be 
inflationary, if aggregate demand increases beyond 
what is necessary to eliminate a deflationary’ 
recessionary gap. 

‘+ Problematic when dealing with stagilition ar cast- 
push inflation. Monetary poliev i à demand-ide 
poliev, and is therefore unable to deal effectively 
With supply-side causes of instability 


Strengths of monetary policy 


‘+ Interest rate changes can be incremental, Interest 
Tates can be adjusted in very small steps, making 
monetary policy well suited to ‘fine tuning! of the 
economy. 

© Interest rates changes are reversible, Interest rale 
changes can also be easly reversed if necessary. An 
expansionary policy can easily be reversed into a 
contractionary policy and vice versa. 

‘+ Monetary policy is flexible. Interest rates can be 
changed often according to needs 

+ Relatively short time lays (time delays). While 
‘monetary policy can be implemented relatively 
quickly it subject to time laps as it takes time for 
interest rate changes to affect the economy, though 
these are not as lang as in the case of fiscal policy. 

^ Contes bank independence. Independence from 
the government discussed above means the central 
‘bark can take decisions that are in the best longer- 
Term interests of the economy, and can therefore 
pursue policies that may be politically unpopular 
(such as higher interest rutes making borrowing 
more costly). 

+ Limited polit policy. 
docs not face political pressures as fiscal policy 
docs, since it does not involve making changes 
in the government budget, whether in terms of 
government spending that would affect merit and 
publie goods provision or government taxes (sce the 
discussion on fiscal policy below), 

+ No budget dicis or debt. I does not lead to budget 
deficits or ineweased levels of debt as fiscal policy 
does in the case of expansionary policy. 

+ Noctowding out. Monetary policy does not kid 
To crowding out, which may be a weakness of 
expansionary fiscal policy (this will be discussed 
below at HL). 


Explain why monetary policy is not very well 
suited to dealing with instabilities caused by 
decreases in SRAS, 


Examine the strengths and weaknesses of 
monetary policy and discuss which of these 
you think are vere important. 


ED 
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13.3 Demand management and fiscal policy 


The government budget 


The government budget isa type of plan of a country's 
revenues and expenditures over a period of time 
(usally year) that dhe government makes to plan 

its activities, 


Sources of government revenue 


Government revenue consists of all the funds that 
Tov toward the government from outsiders. The main 
sources of revenue are: 


+ Taes of all types, both direct and indirect. Taxes are 


the most important source of goveraasent revenues 

^ From the sale of goods and ser 
provide many goods and serv 
cir users (such as public goods) However there 


are many services for which the users must make 

a payment, including transportation, electricity, 

Water sad many more, The revenues from these les 

usually po toward covering the government's costs 
oviding them. 

sale of government-owned (state- 

owned) assets, or property. Such sales are known 

as privatisation, which involves the transfer 

of ownership from the government to private 


From. 


Types of government expenditure. 
Governments have three types of expenditures: 


Current expenditures include the government's 
spending on day-to-day items that are recurring 
(repeat themselves) and items that are used up or 


m) 
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‘consumed! as a good o; 
include wages and salaries (for all government 
employees}; spending for supplies and equipment 
for the day-to-day operation of government 
activities, including for example, school supplies 
and medical supplies for public schools and public 
health care services provision of subsidies; and 
interest payments on government loans. 

‘© Capital expenditures include public investments 
or spending to produce physical capital, such as 
building roads, airports, harbours, school buildings, 
hospitals, te 

‘© Transfer payments include payments by the 
government to vulnerable groups for the 
purposes of income redistribution (for 
example, unemployment benslits, child 
allowances, ete.) 


Both current and capital expenditures are included in 
the measurement of CP; they are included under G, 
for ‘government speeding’ in the expenditure approach 
to measuring GDP (see Chapter 8) However transfer 
payments are not, because they represent income 

that is rediscibuted away from taxpayers and toward 
the receivers of the transfer payments; they do not 
represent value of new output produced, 


‘As we know from Chapter 11 if tax revenues are equal 
io government expenditures over a period of time 

the government is said to have a balanced burger. If 
expenditures are larger than tax revenues, there is a 
budget deficit it expenditures are smalier than tax 
revenues, there is a hulret surplus. When there isa 
budget deficit, the government finances (pays for) the 
excess of expenditures over revenues by borrowing, 
(Over time, the governmenis accumulation of deficits 
minus surpluses is referred to as or government debt or 
rational debt or public debt 


The goals of fiscal policy 


Fiscal policy refers to manipulations by the governmer 

of iis own expenditures and taxes to influence the leve! 

of aggregate demand, The goals of fiscal policy are 

the same as the goals of monetary policy, except that 

fiscal policy alio has the goal of achieving an equitable 
istribution of income. 


^ Low and stable rate of inflation Fiscal policy tries 
to maintain a slow and stable rote of inflation by 
manipulating taxes and government spending to 


influence aggregate demand. Unlike monetary 
policy ftal policy does not have any inflation 
target, but may be used to complement monetary 
policy if monetary policy is not as effective as 
expected. 

Low unemployment Fiscal policy similarly may 

try to influence aggregate demand and therefore 
unemployment, Here too the type of unemployment 
involved is cyclical, when the economy isin a 
deflationary gap due to insufficient aggregate 
demand. 

Reduce business cycle fluctuations Fiscal policy tries 
to reduce the size of the fluctuations of the business 
yele to make inflationary and deflationary gaps as 
small as posibl 

Promote a stable economic environment fr long-term 
growth As vith monetary policy, firms in particular 
need a sable economic environment without 

shop inflationary or deflationary gaps in order to 
promote business confidence so that firms can carry 
‘out the activities needed for long-term economic. 
grow. 

External balance Fiscal policy can help achieve 
external balance (where a country s revenues 

from exports are roughly equal to its spending on 
imports) by influencing the level of imports through 
its effects on aggregate demand. This topie will be 
presented in Chapter 17 (at HL), 

Equitable distribution of income This goal is not 
shared with monetary policy, Fiscal policy has 

major effects on the distribution of income by 
determining tax polices und government spending 
o produce and provide particular goods and 
services. sich as merit goods, This topic was 
discussed in Chapter 12, 


1 Explain 
^ the sources of government revenues, and 
b the types of government expenditures 

2 Outline 


^ the goals of fiscal policy, and 


b the difference between ‘government 
budget dehnt" and ‘government debt 
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The role of fiscal policy in 
demand management 


We have seen that fiscal policy involves manipulations 
by the government of its own spending and taxes 

to influence oggregate demand. The components of 
aggregate demand are consumption (C), investment 
D government spending (G), and net exports (X M. 
Fiscal policy can affect three of these components 


+The level of the government's own spendin 


* Thelevel of consumption spending, C. ena be 
influenced ifthe government changes axes on 
consumers (personal income taxes), changing their 
level of disposable income (consumer income after 
income taxes have been paid), 

^ ‘The level of investment spending, / can also be 
influenced if the government changes taxes on 
business profits 


Expansionary fiscal policy 


The diagrams needed to understand fiscal policy are 
the same as those for monetary policy, Suppose the 
economy is experiencing a recesstonary/deflationar: 
ep caused by insullicient aggregate demand, In Figure 
(b) ADi intersects both the SRAS curve and 
the Keynesian AS curve at a level of real GDP. Y. 
that is below the full employment (potential output) 
level, Yp. The effects of fiscal policy can he illustrated 
equally well by both the monetarist/ew classical model 
in part (a) and the Keynesian model in part (b), The 
government's objective is to shill 4D, to ADs, where 
the economy will achieve fll employment or potential 
output, Y, thereby closing the recessionary gap. This 

is expansionary fil poficy, because it works to expand 
laggregate demand and the level of economie activity. 
Expansionary fiscal policy may consist of 


^ increcsing government spending 


^ decreasing personal income taxes 
f decreasing business taxes (taxes on profits), or 
+ combination of the above, 


An increase in government spending impacts directly on 
tagereyate demand, which increases, Ifthe government 
decreases taxes, aggregate demand is affected in a two- 
Step process If personal income taxes ane cut, there is 

a rise in disposable income, which (hen likely to lead 
o an increase in consumption spending, causing the 


AD curve to shift to the right. If business taxes are cut, 
after-tax business profits increase, which in turn is likely 
o lead to higher investment spending and therefore 
higher 4D. In all three cases, AD is intended to shift to 
the right from 4D, to ADs, allowing the economy to 
achieve full employment or potential output Y, 


Finally, the government may decide to pursue a policy 
of increasing government spending and lowering taxes 
simultaneously. How can it increase its own spending 
While keeping taxes constant or decreasing them? It 
can do so by borrowing, If initially it has a balanced 
‘budget, an increase in G while taxes remain constant or 
{all creates a budget deficit. I it already has a budget 
deficit at the outset, the deficit will become large. I 

it has a budget surplus at the outset, then the surplus. 
either wil become smaller, or it will urn into a deficit. 


Note that the effects of the AD increase are different 
depending on the shape of the AS curves In the 
 monetazis/new classical model, there is à smaller 
incicace in real GDP and a larger increase in the 
price level compared to tbe Keynesian model, This 
is analogous to the AD increase in the case of 
monetary policy. 


Contractionary fiscal policy 


Suppose the economy is experiencing an inflationary 
gap caused by excessive aggregate demand, shown in 
Figure 13.3) and (b). The governments objective 
now isto attempt to shift AD; to ADs, vo that ADs 
intersect aggregate supply at the full employment 
level of output, Yy. thereby closing the inflationary 
ap. This is called contractionary veal policy, because 
it works to contract aggregate demand and the level 
fof economie activity. Contractionary ical policy 
consists of 


‘+ decreasing government spending 

^ increasing personal income taxes 

^ increasing business taxes (taxes on profits, or 
* combination of the above 


A decrease in government spending has a direct 
influence on the aggregate demand curve, causing it t0 
shif to the left, An increase in personal income taxes oF 
business taxes is intended to affect aggregate demand in 
a two-step process. As personal income taxes increase, 
after-tax income falls, cousing consumption spending 
and aggregate demand to fall. As taxes on profits 
increase, after-tax profits fall, leading businesses to 
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spend less on investment snd causing aggregate demand 
to fall. In all three cases, the aggregate demand curve is 
meant to shift to the tefl. 


The government cin also pursue a combination of 
decreases in government spending with increases in 
personal income and business taxes, Depending on the 
initial conditions in the government's budget, such a 
combination of policies would lead to the creation of a 
budget surplus, or the shrinkage of a budget deficit, or 
turning a budget deficit into a surplus 


Asin the case of monetary policy, if AD falls within 
the upward-sloping part of the AS curve in the 
Keynesian model, the effects on the price level and. 
real GDP are similar to those in the monetarist/new 
classical model, shown in pares (a) and (b). But if AD 
were to decrease into the horizontal part of the AS 
curve, there would be a larger fall in real GDP and a 
smaller fall in the price eve! in the Keynesian model 
Note also the ratchet effect, shown in Figure 13.36). 
Which takes into account the unlikelihood of the 
price level falling in the Keynesian model as AD 
decreases 


Fiscal policy involves manipulations by the 
‘government of its own expenditures and 
iaxos to influence the G, C or I components of 
aggregate demand, Expansionary fiscal policy 
can be used when there is a recessionary 
gap, and aims to shift the AD curve to 

the right leading to equilibrium at the full 
‘employment level of real GDP (potential GDP). 
Contractionary fiscal policy can be used when 
There is an inflationary a 

the AD curve to the [oft leading to eai 
at the full employment level af real GOP 
(potential GDP). 


The effect: of both types of policy have been illustrated 
by use of the same diagrams (Figures 13.2 and 13.3). 
Yet this simple diagrammatical analysis hides important 
differences between the two types of policy. related 10 
the different channels that affect spending of the various 
AD components, These differences are simmarised in 
Table 13.2. 


Expansionary potcy in recessionary/defationary gaps 
(recession) 


Monetary | increase supply of money > 
policy | lower interest rate -> 
(increase consumption — | inerease 
spending AD 
{i increase investment increase 
spending AD 
Fiscal — [increase government increase 
policy — |spendim AD 
Towar personal income taxes. increase. 
“+ increase consumption | AD 
| spending, 
lower business taxes Increase 
(on profits -» increase. AD 
investment spending 


ps ifi 


Contractinary policy in inflationary 


Monetary 
policy 


{i)decronse consumption 
spending 

{i) decrease investment 
spending 


decrease government decrease 
spending AD 


Taise personal income taxes | decreas 
— decrease consumption | AD 
spending 


Talse business taxes decrease 
(on profits) = decrease | AD 
investment spending 


Table 13.2: Demand-side policies to correct deflationary! 
recessionary and nfiationary gaps 
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1 a Distinguish between expansionary and 
contractionary fiscal policy 


i identify what components of aggregate 
‘demand are affected by fiscal policy; 
‘outline how they are affected. | 


^. Using diagrams, show how the government 
can use fiscal policy when there is 


^ a recessionary gap, and 
ban inflationary gap. 


3^ Using the monetarist/new classical model, 
explain how the following peices can impact on 
real GOP, tho price lovel and unemployment: 


a The government lowers income taxes, 


b The government decreases its spending 


on duionce. 
‘© Tha government increases taxes on 

business profits. 
4 The government increases its | 


‘on the countrys road and highway system. 


46 Answer parts a)-(d) in question 4 above 
using the Keynesian AD-AS modal 


b Explain how the predictions of the two 
models differ, 


Stat 
py 


when the ratchet effect comes into 


Evaluating fiscal policy 


Fiscal policies also do not always achieve the desired 
and expected impacts, though mostly for different 
reasons than monetary policy. 


Constraints on fiscal policy 


^ Problems of time laps. There are a number of time 
delays until 


* the problem (recessionary or stationary gap) 
is recognised by the government authorities 
and economists 

* the appropriate policy to deal with the problem 
is decided upon 

^ thepolicy takes ext in the economy 


Some months may pass in the case of each of 
these. By the time the policy action has taken effect 
the prablem may have become less or more severe, 
so that the policy action i no longer the most 
appropriate one 


Political constraints Government spending and 
taxation [ace numerous political pressures, Spending 
for social services (merit goods) and public goods 
cannot easily be cut if a contractionary policy 

is required. On the other hand, tax increases are 
politically unpopular and may be avoided by the 
government even though they might be necessary 
“Tax decreases could also be inappropriately enacted 
because they are politically popular, Therefore 
political factors may sometimes lad to unsuitable 
fiscal policies, 

Sustaina debt As explained above, deficits arise 
when government spending is more than government 
‘evens, financed by borrowing, which contributes 
to the building up of debt Sustainable debt refers to 
‘level of debt where a borrowing government can 
meet its present and future debt obligations (interest 
payments plus repayment of capital) without 
‘accumulating overdue debt payments Particularly if 
‘the economy isin recession, when tax revenues fall 
(as unemployment rises) and government spending 
increases (on unemployment benefits) deficit are 
likely toincreuse, Over an extended period these 
‘may creat à problem of unsustainable debt possibly 
leading to default (inability to pay back debts), 

Jn a recession, tax cuts may not be very effective 

in increasing ugyregate demand Tax cuts are less 
efective in a iccesson than increases in government. 
spending because part of the increase in after- 

ax incorae is saved. I the proportion of income. 
save rises due to pessimism about the future, the 
itnpacts of tax cuts on aggregate demand ate even 
Weaker. Increases in government spending are more 
powerful because they work in their entirety to 
increase aggregate demand, 

Inability to “fine tune’ the economy Whereas fiscal 
policy can lead the economy in à general direction 
of larger or smaller aggregate demand, it cannot 
"fine tune’ the economy; it cannot be used to reach 
a precise target with respect to the level of output, 
employment and the price level 

May be inflationary Uit lasts too long it may be 
inflationary, this rev occur if aggregate demand 
increases beyond what is necessary to eliminate 

a deflationary/recessionary gap. This weakness is 
similar to monetary policy. 
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‘+ Inability to deal with cost push inflation, or 
‘stagflation Fiscal policy, ke monetary policy is a 
demand-side pote. und is therefore unable to deal 
effectively with supply-side causes of instability. 

+ Crowding out (HL only) Ifthe government pursues 
an expansionary fiscal policy involving spending 
increases without an increase in revenues, itis forced 
te borrow, Government borrowing involves an. 
increase in the demand for money, which lende to 
‘an increase in the rate of interest, A higher interest 
rate in lum can lead to lower investment spending 
by private firms, or a ‘crowding out of private 
investment, This means that the povraments 
expansionary fiscal policy is weakened, since a 
greater G (government spending) counteracted 
by a lower 7 (investment spending). Crowding out 
is illustrated in Figure 12.4, In part (a) there isa 
rightward shift from 4; to AD; due to the increase 


a Partial crowding out 


priceleve 


‘eal GOP 


b Complete crowding out 


price level 


in G,and a leftward shift from AD3 to ADs due to 
‘the fal! in 7. This shows partial crowding out, where 
be lin investment spending i smaller than the 
increase in government spending, Part (b) shows 
complete crowding out, where the fall in is equal 
o the increase in G. Crowding out is controversial, 
Some economists, mainly in the Keynesian tradition, 
believe that in a recession, the stimulus provided 

o the economy by the governments increased 
spending may raise output and employment, 
improve business expectations about their future 
sales, and increase investment spending in spite 

of the increase in the interest rate. In this case, the 
government's deficit spending is less likely to crowd 
‘out private investment, Other economists, mainly in 
the monetarist/new classical tradition, believe that 
investment spending will be crowded out in the event 
of deficit fsancing even in a recession, 


Strengths of fiscal policy 


^ Pulling an economy out of a deep recesion Until 
the Great Depression of the 1930s classical 
economists believed that short-term economie 
fluctuations were self-correcting: in a recewi 
Wage and price flexibility would make the economy 
return to full employment. (This is like the 
thinking of monetaris/new classical economists; 
see Chapter 9.) Yet the experience of the Great 
Depression, with low levels of output and inco 

high unemployment over a Jong period of 

time, showed that market forces alone were unable 
to pull the economy out of the deep recesion, 
In the now classic work, The General Theory of 
Employment, Interes and Money (1936), John. 
Maynind Keynes (the originator of “Keynesian 
feces) argued that wages and prices were 
inflexible in the downward direction even in the face 
of steep recession, and that low aggregate demand 
could keep the economy stuck in a recessionary 
gap indefinitely. This can occur when the AD curve 
intersects the Keynesian aggregate supply (5) 
curve at a point on its horizontal section, where 
real GDP is less than full employment GDP. The 
strength of fiscal policy isto pull an economy out 
‘of a deep recession. In the global recession that 
began in autumn 2008, fears of a major global 
recession made governments around the world 
Turn to expansionary iseal policy to stimulate low 
aggregate demand. 

^ Ability to tarsi sectars of the economy Fiscal policy 
can target spending in specifie sectors according to 
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government priorities For example, it may focus 
fon changing the amount of spending on education 
and particular levels within education; health care, 
focusing on particular social groups: infrastructure 
and particular types of infrastructure (airports, 
roads. hospitals) or the locations of infrastructure, 
focusing if necessary on economically depressed 
regions; a variety of public goods (police force, 
public parks, etc and so on 

^ Direct impact of government spending on aggregate 
demand Changes in government spending impact 
directly on aggregate demand, and this cas be 
helpful to policy makers who want (o be reasonably 
certain that changes in spending wre likely to change 
‘aggregate demand in the desired direction. Changes 
in taxes are les direct, as they work by changing 
consumer disposable income and firm after-tax 
profits and this pose» soine uncertainties about their 
effects on aggregate demand, 

* Dealing with rapid and escalating inflation. 
Inflationary pressures arising when there is an 
inflationary gap can sometimes get out of 

ond, zsulting in rapid increases in the price 
level Contractionary fiscal policy may then be. 
usad effectively to help bring the problem 

under control 

+ Ability to affect potential output Fiscal policy 
can alfet potential output and long-term. 
economic growth indirectly (by ereating a stable 

roeconomie environment) and directly 
through investments in human capital and 
physical capital (infrastructure) and through 
offering incentives to fiis to invest 

f Automatic stabilisers (HL only) Automatic 
stabilisers are faciocs that automatically, without 
any action by government authorities, work 
toward stabilising the economy by reducing short- 
term fluetuniions of the business cycle. There are 
two iinportant stabilisers: progressive income 
Taxes and unemployment benefits, 

M Progressive income taxes, Income taxes are 
progressive when the fraction of income that 
is taxed increases as income increases (see 
Chapter 12). In the upswing of the business 
yele, as renl GDP and incomes rise, income 
axes rise proportionately moi» iban the rise 
in income, causing after-tax (disposable) 
income to be lower than 1t would otherwise 
be This means aggregate demand increases 
less, and this couateracts the economic 


expansion, making it smaller than it would. 
otherwise be. 
In a recession, the opposite occurs. With real 
GDP and incomes falling, income taxes fall 
proportionately more in a progressive tax 
system causing after-tax disposable) income 
tobe higher than it would otherwise be. 
‘Therefore aggregate demand falls less, making 
the recession less severe, 
The more progressive an income tax system, 
the greater the stabilising effect on economic. 
activity 

* Unemployment benefits. In à recession, as 
real GDP falis urd unemployment increases, 
unemployimeni benefits rise. If there were no. 
lunempioyinent benefits, unemployed workers’ 
spending would fall significantly, putting a 
strong downward presure on consumption 
spending and aggregate demand. The 
presence of unemployment benefits means 
that as workers become unemployed, their 
consumption will be maintained to some 
extent as their benefits partially replace their 
lost income, thus lessening the downward 
pressure on aggregate demand. In an 
expansion, unemployment benefits are 
reduced as unemployment falls; therefore, 
consumption increases less than it would in 
the absence of unemployment benefit 
You should note that a progressive tax 
system and unemployment benefits cannot 
by thernelves stabilise the economy and 
eliminate inflationary and recessionary gaps 
on tbeir own. They can only help make 
economic fluctuations milder, 


A note on monetary versus fiscal 
Policy for demand management 


Most economists believe that due to the advantages 
of monetary policy discussed earlier, this should 

play a more important role in demand management, 
The fact that it is incremental, flexible, and easily 
sevenible, relatively free of political constraints, and 
With shorter time lags, makes it more appropriate as a 
tool to influence aggregate demand. By contrast, fiscal 
policy has an important role to play in deep recessions 
Where even highly expansionary monetary policy 

may become ineffective (see for example Real world 
focus 13.1). 
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4. Examine the strengths and weaknesses of fiscal policy and discuss which of these you think are 
more important, 


a Outline the meaning of automatic stabilisers 
b Explain how 
| unemployment benefits, and 


|i a progressive tax system v 


(oto stabilise increases and decreases of aggregate demand, 
3 a Use a diagram to explain crowding out. 


b Outline the disagreement over its importance when the economy i 


4 Outline why decisions on whether or not to use fiscal policy measures depend on more than just 


5 Explain why monetary policy is used more often than fiscal policy as a demand management tool. 


AL WORLD FOCUS 13.1 


US fiscal policy and recession: 
two views 

1n February 2009, the Obama 
administration in the United States 
‘approved a fiscal stimulus package of $787 
bilion to support the US economy that 

was in recession, This had tho effect of 
Increasing the budget deficit. in pte of the 
fiscal measure, unemployment grew to over 
10%, In the meantime, due to expansionary 
monetary policy, inter rates had fallen 

to nearly zero, suggesting that low 

interest rates wera not working to increase 
aggregate derrand. 


A Keynesian view on appropriate 
fiscal policy 

The recession was deeper than 
criginally estimated; therefore, a new 
fiscal stimulus package is required to 
supplement the first one. Recession Involves law aggregate demand, and the government must step in by 
Increasing its own spending. Through the multiplier (see Section 13.4), this works to increase spending in the 
economy by a multiplied amount, thus directly increasing AD and real GDP. Without the initial expansionary 
fiscal policy, the recession would have been deeper and longer, and unemployment much higher. The 
government's budget deficit increased, but this is unavoidable in recession, berause of automatic stabilisers 
that work to lower taxes and increase government spending on unemployment benefits 


Figure 13,5; Lakewood, Colorado, USA, Workers install solar panels 


funded hy a federal (national facal stimulus programme in 2010 to 
suppor the US economy 


Là SS 
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A monetarist/nevs classical view on appropriate fiscal policy 
The government should not have implemented the first fisca! stimulus package at all It could have focused 
on reducing the budget deficit; this would improve business confidence, which would increase investment, 
and therefore economic growth. Otherwise, it could have implemented tax cuts, which are preferable to 
Increased government spending, because deficit spencing leads to higher interest rates that crowd out private 
investment spending, This reduces the expansiona.y effect of government spending. The increase of 
‘unemployment to over 10% suggests that the stimulus package did not work as expecte 


A Keynesian response 
The idea of reducing the budget deficit in a recession does not make sense. A household that spends more 
than its income can cut back on its spending, but if a government does that, the effect will be to reduce. 
‘output and incomes, and increase unemployment, possibly making it even more dificuk for the government 
to pay back its debts in the future. It is very unlikely that higher interest rates wil crowd out investment in 
a recession when interest rates are already very low. Also, tax cuts have a smaller effect on increasing AD, 
port of the tax cutis lost as increased saving; and if consumer confidence is very low, consumers 
may not spend their higher after-tax incomes and save most of t. 


A monetarist/new classical response 
Increased government spending adds to a large governrient that likely increases government 
intervention, which is inefficient, and acts as a drag on the economy. The focus should be on stimulating 
the economy without increasing the size of the government. Tax cuts offer this expansionary stimulus 
and at the same time create incentives for people io work more, thus possibly leading to lower 
unemployment without adding to government spending, 


Applying your skills 
1 Explain the meaning of 
a automatic stabilisers, 


b defit spending, and 
€ crowding out, 

2 What assumptions about the macroeconomy are made by 
a Keyn 


and 


b monetarisunaw classical economi 
fiscal policy? 


s, which los 


them to differing conclusions 


bout appropriate 
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? 13.4 The Keynes 
LEARNING/OBJECTIVES 
dva 
S 


The nature and importance 
of the multiplier 


Introducing the multiplier 


Suppose there is an increase in one of the components. 
of aggregate demand, due to a change in C, or I, or G, 
or X- M expenditures This will produce an increase in 
rej» te demand, and an increase in real GDP. Yet the 


Tisi increase in real GDP will most likely be greater than 
‘hc initial increase in expenditures. The reason for this can. 
be found in the Keynesian multiplier, defined as the change 
in real GDP divided by the initial change it expenditure: 
change in real GDP 
initial change in expen iare 


multiplier = 


so that 


initial change in expenditore» multiplier 


As a rule, the mulipler 1; therefore, the change in real 
GDP is likely to be greater than the initial change in 
expenditure. 

The multiplier is attributed to John Maynard Keynes, 

and is ofen referred to as the ‘Keynesian multiplier’. Iti 
important because it shows that whenever there is a change 
iti a component of AD, there is likely to be a multiplied: 
effect on real GDP. Iti useful for policy-maker: who often 
try to influence the level of aggregate deman int order to 
affect the level of real GDP and unemployment. 


n multiplier (HL only) 


Understanding the multiplier in terms 
of leakages and injections 


Why docs a change in expenditure produce a larger 
change in total aggregate demand and real GDP? The 
explanation is that the initial change in expenditure 
produces a chain reaction of further expenditures, with 
"he effect of increasing AD and real GDP to a value 
greater than the initial expenditure 


Assume an initial increase in investment spending of 
S8 million (due to business optimism or any other 
factor affecting investment spending). This spending 

of S8 million results in an increase in real GDP of 

$8 million. However, the story does not end there, 
because the $8 million inesoase in real GDP produces 

a further chain of spending, called induced spending 

Gt is induced, or caused by the change in real GDP). 
The $8 million increase in investment spending is used 
by businesses to pay for materials, equipment, labour, 
tc, and a this spending translates into income for 
‘owners ol the factors of production, who use it to 
increase their consumption spending. As consumption. 
spending increases, it results in a further increase in real 
GDP and incomes, which produce more consumption. 
spending. This process continues, increasing real GDP 
beyond the amount of the initial investment of $8 million. 
"To caleulae the value of the multiplier, we must look at 
consumer spending more carefully. We know from the 
circular flow model that a portion of income llows out 
of the expenditure flow as leakages: consumers save part 


2 The change must be autonomous meaning thas net bean created by a change incon. 
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of their income, they pay taxes to the government, and 
they buy imported goods und services. The remaining 
part of income is spent on buying domestic goods 

and services, called consumption expenditures This 
introduces us to new concept, the marginal propensity 
to consume, ahireviated as MPC, defined as the 
fraction of additional income that households spend 
on consumption of domestically produced goods and 


: 


the remai 


lion, leaks out in 


1 

ing + of income, or $2.5 
t4 

the form of saving, taxes and spending on imports 


Corresponding to the marginal propensity to 
consume (MPC) is the marginal propensity to suve 
(MPS, or fraction of additional income saved), 

the marginal propensity to tax (MPT, or fraction 

of additional income taxed), and the marginal 
propensity in import (MPM, or fraction of additional 
income spent on imported goods and services). Note 
that the MPC+ MPS + MPT + MPM= |. To see 

why, inuagine that national income increases by $1 

T follows that the fractions of the $1 that will be 
consumed, saved, spent on taxes and spent on imports 
will add up to SI 


Assuming, as in Table 13,3 that th 


can determine the value of the multiplier. The initial 
crease in investment spending ot $8 million results 
increase in income (or real GDP) 


Since the MPC: um ilts in $6 
ee the MPC = $ this esti 


3 
million of consumption expenditure (1 & S8 million 


S6 million). In the second round of income changes, 
the induced consumption expenditure of $6 million 
leads to an equivalent increase in income of $6 
million, which when multiplied by the MPC produces 
new induced consumption spending of $4.5 million 
‘This process continues, with induced consumption 
spending and changes in income getting smaller and 
smaller until finally they drop to zero. Addis up all 
changes in income we arrive at a total increase of 

S32 million. This is the amount by which real GDP. 
has increased. This increase is equal to the initial 
change in investment spending of $% million plus the 
total increase in induced consumption spending of 
S24 million. 


E 
andround |6 ix6c4s 
E 
ardround — |45 ir457338 
3 3 
Athround |338 1338-25 


(process continues an Infinite number of times) 


3 
im 


Tota! 32 


" 


Table 13,3: Determining the value of the multplierwith 


H 
the MPC = 
4 


To thus follows that in this example, the value of the 
multiplier is: 
change in real GDP. 


multiplier iin expenditure 


S SE billion“ 
Alternatively. we can say that: 
AX SE million = $32 million 


Wis clear from the table that the value of the multiplier of 
4 depends on the induced changes in consumption, which 


3 
depend on the value of the MPC, assumed here to be $ 
"The relationship between the multiplier and the MPC is: 
L 

MPC 


multiplier 
1 the MPC =È 
n 


multiplier 
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Therefore, if we know the value of the MPC, we can 
calculate the value of the racitipler 


Now we know frou the above that 
MPC MPS+ MPT+ MPM = 1 
Rearranging this expression, we can write: 
1- MPC= MPS + MPT + MPM 


We can therefore rewrite the multiplier as: 
———— HÀ 
I-MPC MPSS MPT MPN 


raultiplie 


1 
The value of the multiplier is glvon by ——, 
which is equivalent to: Te 
E JE 

MPS PT MPM 

Therefore, if we knew the value of the MPC, 


we can caleulste the value of the multipi 
Alternatively, if we know the value of the MPS, 
MPT and MPM, wo can calculate the value of 
the multiplier, 


used on these expressions, we can arrive at the 
following conclusions: she larger the MPC, the smaller 
the value of the denominator of the first fraction, anal 

20 the greater ts the multiplier. Therefore, the greater 

the proportion of income spent on consemption, the 
greater the multiplier, Alternatively. we can see from. 

the second fraction that the smaller the leakages from the 
spending stream, the greater the aliler. Therefore the 
smaller the saving, or the lev of taxes, or the volume of 
imports, the larger will be the size of the multiplier, 


Whereas we calculated the multiplier bused on an increase 
in investment spending, the same result would be obtained 
iven an initial increase in any injection into the income 
fow. whether itis 1, G, or XM (as well as changes in C 
that have not been caused by changes in income). 
Everything that has been said about the multiplier in 
relation to increases in expenditure applies equally to 
decreases in expenditures. Therefore, in the example 
hove, if we had looked at a decrease in investment 


exeniureot 58 milion, andan MPC 3 here 


would result a decrease in GDP of 532 million. 
(= $8 million) 


For example, Greece experiencsd an extremely deep 
recession in the period 2009 - 2018, This recession was 


much more serious than had been expected because the 
International Monetary Fund (IMF, see Chapter 20) 
underestimated the size of Greece's multiplier, 
Therefore in view of the actual size of the multiplier 
spending cuts led to far greater decreases in real GDP 
‘than were anticipated (see Real World Focus 17.1). 


Calculating the multiplier and 
its effects on real GDP 


Suppose a country with a real GDP of £135 billion 
and an MPC of $ experiences an increase in exports of 


£2 billion. What is the change in real GDP, and the final 

value of real GDP? 

To answer this question, we must first find the multiplier 
1 ji 

TEMPE” 


55 
"Therefore, there will be an increase in real GDP of 


2 bilion« multiplier = £2 billionx5 


10 billion. 


Therefore the final value of real GDP will be £135 
bullion +£10 billion = £145 billion, 

I there had been a decrease in exports of £2 billion, 
there would result a £10 billion dereune in real GDP, 
thus making the final value of real GDP = £135 
bilion-- £10 billion = £125 billion. 


The multiplier, aggregate 
demand and real GDP 


How the multiplier relates 
to aggregate demand 


Using the example of an $8 million increase in 
investment spending, we can see its effets on aggregate 
demand in Figure 13.6. The total aggregate demand 
shift is divided into two parts, The first part is the 

$8 million increase in investment spending, called 
autonomous spend, meaning it has not been caused 

by a change in income. The second part is the effects on 
aggregate demand of the multiplier, which is $24 million 
of induced spending, meaning spending caused by 
changes in income. The tov effect on aggregate demand 
îs the sum of autonomous plus induced spending, or $32. 
million. This is equivalent to taking the initial change in 
autonomous investment spending and multiplying it by 
the multiplier: 58 milionx4 = 532 million, 


wy) 


Copyright Material - Review Only - Not for Redistribution 


) ECONOMICS FOR TE (BONA: COURSE GOK 


price level 


‘eal GOP 


Figure 13.6: Aggregate demand, real GDF and the 
miltelerin the Keynesian model 
All the factors listed in Table 9.1 (Chapter 9) under 
its in the aggregate demand curve” can cause a 
change in spending resulting n a multiplier effect. All 
these factors involve changes in autonomous spending, 
because all are unzebred to income. (Remember that 
he factors listed in Table 9.1 are non-income factors 
‘This means thot she multiplier effect can only be initiated 
rar change tu spending that ix not caused by change in 


We are aow in a position to understand why this i 
so Consider the AD-AS model in Figure 9.11, Euch 
tagram shows an economy that is in equilibriu. 
‘This equilibrium determines a particular level of 
ational income or real GDP. Since the economy is 
im equilibrium, 1 is impossible for matin income (or 
real GDP) to change unless something aci upon it from 
‘ouside the system. This ‘something’ must be unrelated 
to income, and can be any of the factors listed in 
‘Table 9.1, which are autonomous 


{In our example, the outside change was autonomous 
investment spending of S8 million, This outside 

factor caused a change in income, and only then was 

it possible for the change in income to cause changes 
im consumption and aggregate demand: these are the 
induced changes shown in Figure 13.6 as the shift from. 
AD; Vo ADs, 


The effect of the multiplier in 
relation to the price level 

In order for the multiplier to have the greatest 
possible effect on real GDP, it is sevesary thatthe 
Price level is constant. We can se why in Figure 13.7, 
Which shows the Keynesian 4D-45 model with three 
qual AD curve shifts: from. AD) to AD, hen o 


Keynesian AS 


price level 


Yi noh 
real GOP 


Figure 13.7: How the fict ofthe multiplier changes 
depending on the pce eval 


ADs, und fini to ADy, The horizontal distance 
between caci AD curve is identical, However, each 
shift occurs in a different section of the AS curve, 
‘Tho shift from AD, to ADs is in the horizontal part 
Where the price level is constant, and she increase 
a veal GDP from Y, to Ys exactly equal to the 
nereame i aggregate demand. Vere we have the full 
multiplier effect The shift (rom ADs to ADs occurs 
in the upward-soping part of the AS curve, where 
the increase in real GDP, from ¥ to Yy, is smaller, 
because of the increase in the price evel. The shift 
from AD, to AD, occurs in the vertical part of the 
AS curve, and results in no change at all in real GDP, 
‘The increasing price level has absorbed the entire 
multiplier effect, which here is zero 


In the monetarist/nsw classical model, increases 
in aggregate demand always (both in the short run 
and in the lo run) lead to increases in the price 
level, therefore in this model it is never possible 

for real GDP to increase by the full amount of the 
incrcose in AD. 


"The multiplier is based on Keynesian thinking, which 
emphasises the point that in a recessionary gap (in 
the horizontal section of the AS curve), unemployed. 
resources and spare capacity allow aggregate demand. 
to increase without putting an upward pressure on. 
the price level, Hence any autonomous increase in 
spending leads to a substantially larger increase in 
eal GDP, 

‘Therefore, when we use the multiplier to 

calculate the effects on seal GDP of a change in 
autonomous spending, we are presupposing a constant 
price level. 
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Define the multipli 

© Outline why changes in real GDP are likely to be larger than the initial change in spending by a 
component of aggregate demand. 

«^ Using a hypothetical numerical example explain why the multiplier is important. 


Define the marginal propensity to consume (MPO. 
b Outline why the MPC is important in determining the size of the multiplier 
© Outline the role of leakages in determining the size of the multiplier. 
Calculate the multiplier when the MPC is 

b 


d 


Based on your answers to question 3, outline what we can conclude about the 
the size of the MPC and the size of the multiple 


G 


lculate the value of the multiplier wher: 
a the MPS= MPT = MPM = 0.1, and 

b the MPS= 0,13, MPT =0.12, and the MPM = 0.15, 
B 

[ 


‘on your answers to question 5, outline what we can conclude about the 
ite of MPS MPT+ MPM and the size of the mult 
tionship, 


tionship between 
r. Explain the reasoning behind this 


2 


In a country with a roal GDP of $50 billion and an MPC 
value of real GOP 


find ihe change in real GOP and the final 


£ the following: 


ming a constant price 
exports (exports minus imports) of $2 billion, 


b a fallin investment spending of $3 billion, 


an increase in government spending of $7 billion, and 


£j a decrease in consumption spending ei $1.5 billion. 


Anavar althe paris of queson —PÓ 


Optional Using a diagram showing the Keynesian AD-AS model, show the effects of the 
multiplier when 


a the price level is constant, and 


b the price level is increasing. 


my 
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» 13.5 Further topics on the multiplier and 
Keynesian economic theory (Supplementary 
material recommended for HL only) 


1F you ae interested in exploring these issues further, a better understanding of aggregate demand and its 
you vil find a discussion in the digital coursebook, relationship to aggregate output (eal GDP), and is 
The first part examines the relationship between the also useful background to a deeper understanding of 


railtiplicr and fiscal policy more closely. The second ‘the multiplier. 
part presents the Keynesian cross model which allows 


13.6 Supply-side policies 
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13 Demand-side and supply-side policies 


Goals of supply-side policies 
Tie goals of spp palsies include the lowing 


^ Promote long-term growth by increasing the 
productive capacity of the economy, The main. 
objective is to increase potential output, shown by a 
steeper long-term growth trend in the business cycle 

ram, or rightward shifts of the LRAS curve (or 

Keynesian AS curve). 

+ Improve competition and efficiency. The o 
to make the economy more responsive to the market 
forces of demand and supply so as to increase 
efficiency in production. 

* Reduce costs of labour and redoce unemployment 
through greater labour marit sibility. Greater 
labour market flexibility means making the labour 
market more responsive o the market forces of 
demand and supply so as to reduce unemployment 
as well as labors costs. 

^ Increase incentives of firms to invest in innovation 
by lowering costs of production. Higher after-tax, 
profit through lower costs of production as well as 
lower taxes provide firms with incentives to engage 

research and development that increases the 

productive capacity of the economy resulting in 
greater in oductive capacity and growth 


competitiveness Increases in potentis output reduce 
lationary pressures in the economy, thus making 
exports more competitive in plobal markets 


There are two types of supply-side policies: market- 


bused and interventionist, Market-based policies 
empl yrlance of well-functioning 
compe ind are usually favoured by 


monetarist/new classical economists, Interventionist 
policies rely os goverment intervention to achieve 
Howth in potential output, and are usually favoured by 
economists influenced by Keynesian thinking. 


Market-based supply-side 
policies 
Inthe early 1940s some highly influential monetarist/ 


new classical economists in the Unites! Kingdom and the 
United States began to emphasise tie view that growth 


in real GDP depends on the supply side of the economy. 
"This view was adopted by the government headed by 
Margaret Thatcher in the United Kingdom, and by the 
government under Ronald Reagan in the United States 
Since then, many governments throughout the world 
ave pursued policies influenced by market-based supply- 
side thinking. In this view, the economy's real GDP 
ends automatically towards long-run full employment 
‘equilibrium and potential GDP (see Chapter 9). The 
focus of government policies should therefore be to 
create conditions that allow market forces to work well 


"This perspective suggests that an economy pursuing supply- 
side polices will be able to achieve rapid growth, price 
stability and full employacen! all at the same time. As the 
economy tends towards full employment equilibrium, it 
antomticillyeliinats recessionary and inflationary gaps 
I increases in ceregate supply match increases in aggregate 
demand so thut the LRAS and SRAS curves shift by the 
same amount as the AD curve there need not be any price 
vcl increases, See Figure 11) in Chapter 11 


Market-based supply-side policies can be grouped under 
three headings: 


1 Encouraging competition 
2 Labour market reor 
3 incentiv 


related policies, 


Encouraging competition 


Greater competition among firms forces them to reduce 
costs, contributing to greater efficiency in production 
‘and improving resource allocation, with the possible 
‘added benefit of improving the quality of goods and 
services These benefits will allow potential output to 
increase and the LRAS curve to shift to the right 


Privatisation Privatisation, involving a transfer of 
ownership of a firm frorn the publie to the private 
sector, can increase efficiency due to improved 
management and operation of the privatised firm. 
This is based on the argument that government 
enterprises are often ineficient due to bureaucratic 
procedures, high administrative costs and 
unproductive workers, because they do not face 
incentives to lower costs and maximise profite 

^ Deregulation, Deregulation involves elimination or 
reduction of government regulation of private sector 
activities, based on the argument that government 
regulation stifles com petition and increases 


"See Chapter 9 Section The relationihip beween the SRAS and LRAS curves in the monetsis/ney classical made for an explanation of 


hy SRAS ss shite 
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inefficiency. There are wo main types of regulation 
(and deregulation): conomie and social. Economic. 
regulation involves government control of prices, 
output, and other activities of firms, offering them 
protection against competition. In the last two t0 
three decades, many countries have moved toward 
removal of government regulations, and hence 
«conomic deregulation, A main form of deregulation 
‘hus been to allow new, private firms to enter into 
monopolistic or oligopolistic industries, thus forcing 
existing firms to face competition, The objective has 
been to increase efficiency, lower costs and improve 
quality. Industries affected include transport, 
airlines, television broadcasting, telccommunications 
natural gas electricity, financial services and others 
‘Social regulation involves proiecting consumers 
against undesirable effects of private sector activities 
many of these involve negative externalities) in 
numerous areas, including food, pharmaceutical 
and other prodi safety, worker protection 
‘against injuries, and pollution control In contrast 
to economic regulation, socal regulation is being 
Mrenpihened in many countries in the interests of 
publi safety. Some economists, however, argue that 
social regulation is excesie, giving rise to costly and 
inefficient bureaucratie procedures, paperwork and 
unnecessary government interference, and shouk! 
therefore be reduced, 

+ Contracting out to the private vector, This is a policy 
‘option whereby governments make à contractual 
agreement with private firms to provide goods 
and services for the government see Chapter 6). 
Examples include public goodi, information 
technology. human resources managemer 
accounting services These result in increased 
competition as private firms compete with each 
other to get contracts with the goverment. 

^ Anti-monopoty regulation. Increased competition 
an result from restricting market power of firms 
by enforcing anti-monopoly legislation, by breaking 
up Large firms that huve been found to engage in 
monopolistic practices into smaller units that will 
behave more competitively, and by preventing 
mergers between firms that might result in to) much 
market power. Greter scope for the forces of supply 
and demand may result in increased efficiency, lower 
costs and improved quality 

^ Trade liberalisation. International trade between 
countries has become freer (liberalised) in recent 
decades due to reductions in trade barriers Free or 
freer trade increases cecnptition between firms both. 


domestically and globally, which can result in greater 
eficiency in production and an improved allocation 
of sesources (we will study this in Chapter 14). 


Labour market reforms 


Labour market reforms are sometimes referred to as 
increasing Labour marke flexibility, or reducing labour 
market rigidities discussed in Chapter 10 as one cause 
of structural unemployment. Labour market reforms 
are intended to get rid of rigidities by making labour 
markets more competitive, making wages respond to 
the forces of supply and demand, lowering labour costs 
‘and increasing employment by lowering the natural rate 
ff unemployment, Lower costs of production can lead. 
o increased profits, which in turn may result in greater 
investment by firms, increased R&D, increased capital 
‘goods production, and therefore increases in potential 
‘output (economie growth), 


Labous market reforms include 


+ Abolishing minimum wage legislation, Elimination oF 
reduction of the legal minimum wage it is argued, 
reduces unemployment by allowing the equilibrium 
Wage to full, The benefits would include lower 
unemployment: greater firm profits, as wage costs would 
‘be lowered; more investment and economic growth, 
This can be s 10.10 (Chapter 10). 

+ Weakening the power of labour (trade) unions. 

A labour union, or trade union, is an associato 

of workers in a particular profession, whose 
objective is to improve working conditions and. 
defend rights of workers, representing its members 
in negotiations with employers, Unionised labour 
frequently succes in securing high Wage increas 
if labour unions are weakened, wages will be mor 
responsive to the forces of supply and demand, 
ad will therefore be more likely to fall in if there 
is unemployment. This would also lead to the same 
benefits as abolishing minimum wage legislation. 

^ Reducing unemployment benefits. It is argued that 
unemployment benefits have the unintended effect of 
reducing the incentive to search for a new job, causing 
some unemployed workers to remain unemployed 
for longer periods than necessary. Therefore, 
reducing unemployment benefits is expected to. 
lower unemployment, as it would encourage the 
unemployed to look fer work. This could work to 
reduce the natural! csie of unemployment 

^ Reducing jo security. Many countries have laws 
protecting workers against being fired, making 
it costly for firms to fire workers because of high 


m 


Copyright Material - Review Only - Not for Redistribution 


13 Demand-side and supply-side policies 


levels of compensation that must be paid to the 
worker being laid cl. 1t is argued that reducing 
workers job security by making it easter and less 
costly for frts to let go of workers has the effect 
of increasing employment, because firms are more 
likely to hize new workers they know they can. 
fire thesi easily and without cost if they are no 
longer needed. In addition, reducing job security 
would decrease firms’ labour costs because of the 
lower costs of firing, and would therefore increase 
profits investment and economic growth. 


Incentive-related policies 


Incentive-related policies involve cutting various types 
of taxes, which are expected te chonge the incentives 
faced by taxpayers, whether irm or consumers, 


^ Lowering personal income taxes, As we know, cuts in 
personal income taves san increase aggregate demand, 
Supply-side ccrta argue that changes in personal 
income taxe has an even preter impact on aggregate. 
supply bec they laud o higher after-tax incomes 
‘creating av ncentv for people to provide more work 
this can happen through an increase in the number of 
hour worked per week; an increase in the number of 
people interested in finding work (who were formerly 
ht interested in working) an increase in the number 
fof years worked, as people may decide o cire inter: 
i decrease in unemployment as unemployed workers 
choose to shorten the duration of their onem 
All these actors may work to shift 
the right, increasing potential output. 
* Lowering taxes on capital gains and interest income. 
Taxes on capital gains are taxes on profits from 
tial investments (nich as stocks and bonds) or 
from buying and seling real estate, If the taxes on 
capital gains aod on income from interest on savings 
deposits are duced, people may be more motivated 
to save, thu: increasing the amount of savings 
avilable for investment, More investment means a 
greater production of capital goods and an increase 
în potential output. 
^ Lowering business taxes. Lower taxes on busines 
profits (corporation taxes) can work to increas 
te demand by increasing investment spending. 
Supply «ide economists argue that cutting taxes 
on firms” profits is a supply-side measase because 
increases in the level of fiera profits mean that 
mms have greater financial resources for investment 
and for pursuing technological innovations through 
more R&D, resulting in cater potential output. 


Interveritionist supply-side 
policies 

"—UÀ 
yop periode 


results in terms of increasing potential output, and. 
therefore government intervention is required. 


Investment in human capital: education 
and health services 


Investment in human capital can take the following 
important forms: 


+ ‘Training and education, More and better training 
‘and education lad to an improvement in the quality 
fof labour resources, increasing the productivity 
‘of labons, which is one f the key causes of 
coron growth (ee Chapter 11). Education 

Lo has numerous positive externalities, Justifying 
government intervention, Publie training and 
education programmes can aist workers to become 
more employable, thus reducing the natural rate of 
unemployment, Specific measures include setting up 
‘retraining programmes for structurally unemployed 
Workers to obtain skills in greater demand; awisting 
young people to pursue training and educati 
through grant or low interest louns; direct government 
‘hiring and provision of on-the-job training: providi 
grants to firms that ofer on-the-job training: offering 
subsidies to firms thn hire structurally unemployed 
Workers assisting Worker to relocate to geographical 
teas Where tbere is a greater demand for labour 
through grants and subsidies (such as provision 
lowscost rousing): providing information on job 
valu in various peographial areas; establishing 
government projects in the depressed areas that result 
in new employment creation. 

Improved health care services and access to these. When 
Workers (and the general population) have acces to. 
good quality health care services, they become healthier 
and more productive. More and improved health care 
Services and acces to these by the working population 
i another factor leading to improvements in the 
quality of labour resources, increasing the economy's 
Potential output. Health care also has many positive 
‘Externalities, justifying government intervention. 


of 


Investments in human capital result in an increase in 
aggregate demand over the short term, and over the 
longer-term lead to increases in potential output, by 
shifting the £848 or Keynesian AS curves to the rigt 
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Investment in new technology: research 
and development 


Research and development (R&D) isthe fundamental 

activity behind the development of new technologies 
sulting in new or improved capital goods (physical 

capita), which is another important cause of 

increases in potential output and economic growth 

(see Chapter 11), RD also has positive production 

externalities, thereby justifying government intervention, 


Governments in many countries around the world 
are therefore heavily involved in RAD. In addition, 
governments often provide incentives to private sector 
firms to engage in R&D activities: these usually take the 
form of tax incentives, as well as the granting of patents 
for the protection of inventions 

Government spending in support of new technology 
development leads to increases in aggregate demand 
over the short term ud increases in potential output 
over the longer tram shifting the LRAS or Keynesian 
AS curves to the right 


Investment in infrastructure 


Inrastactre isa type of physical capital, and. 
crore results from investment; it includes power, 
{elecommunications, roads, dams, urban transport, 

» systems ete, Many types of 
infrastructure qualify as merit goods or publi“ good, 
thereby justifying government intervention, More and 
better infrastructure increases liiencica in production as 
it lowers cast, Good roads ralvay and other transport 
systems for example, save time and effort spent in 
transporting goods and services allowing more output to 
be transported and costs o be lowered, The availability 
of efective telecommuiations permits faster and easier 
communications enabling economic activities to be 
carried out more -liiently More and better infrastructure 
improves binous productivity. Investments in infrastructure 
therefore work to increase aggregate demand over the 
short term, but they also contribute to increases in. 
polectisl output and AS increases over the longer term. 


industrial policies 
Industrial policies are government policies designed 
o support the growth of the industrial sector of an 
economy. They include: 
^ Support for small and medius sized enterprises 
or firms (SMEs). This may take the form of tax 
exemptions, grants, inv-snterest loans and business 


guidance, These measures provide support for the 
private sector, promoting efficiency, more capital 
Torzation, more employment possibilities and 
therefore increases in aggregate demand as well as 
potential output 

* Support for infant industries’, ‘Infant industries are 
newly emerging industries in developing countries 
which sometimes receive government support in the 
form of grants, subsidies, tax exemptions, and tariffs 
Or other forms of protection against exports (see 
Chapter 14), This also provides support for growth 
Of the private sector and increases in aggregate 
demand and growth in potential output. 


YOUR UND NDING 1 


1 a Explain the goals of supply-side policies. 


ly- 


b Dulino the two categories of su 
side policies noting how hey dile 
ther ger 

2 Using an appropriate diagram based on 

the AD-AS model ilustrate and explain 
the expected impacts of suppl aide 

policies on res GOP, the pr d 
employment, You may us the Kay 


ral focus 


or monetarist/new classical model to 
illustrato.) 
3 Provide som 
intervention 
b Using a diagram, explain how these 


policies afoct aggregate demand over. 
the 


AD-AS model 


^ Explain why support 
supply-side policies argue that by focusing 
on the supply side of the economy, it 
is possible to address the policy goals 
of economie growth, price stability and 
unemployment all at the same time, 


5. Outline what advantages supply-side 
policies might have over demand-side 
policies in the event that an economy 
is experiencing stagflation (simultaneous 
inflation and unemployment 
with recession). 
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6 Provide some examples of supply-side 
policies that aim to achieve each of the 
following objectives 


a increase competition, 
|» improve incentives, and 


c make the labour market more 
responsive to sup 


LLLLÁ— — ue 
Overlaps between demand- 
side and supply-side policies 


Demand ide polices are foes on influencing the short- 
term fluctuations of aggregate demand while supply-side 
policies are intended o aiect long run aggregate supply. 
Yel there are some inportant overlaps between the two. 


Demand-side effects of 
supply-side policies 


Interventionist supply-side policies 

When the government invests in education or trainin 
‘neath care services, research development, 
infrastructure it increases the quantity or imypraves the 
quality of physical capital and human capital thus having. 
am impact on LRAS (or Keynesian AS). However, 
activities involve an increase in government spending, 
which has the effect of 'egate demand to the 
right. These are interventionist supply-side policies with 
effects on the demand side of the economy. 


Market-based supply-side policies 

ntivetelted policies, including lower taxes on 
business profits. are intended to encourage firms to invest 
more in RD. new technologies and new capital goods 
With the intention to increase LRAS. But any increase 

in investment leads to an increase in aggregate demand. 
Sisley, cuts in personal income taxes create incet 

for workers to work more, thus increasing LRAS. Yet cuts 
in income taxes also increase disposable income which 
increase consumption, thus increasing aggregate demand, 


Supply-side effects of 
demand-side policies 


Fiscal policy focuses mainlv or short-term demand 
management, However, it cat also contribute to 


long-term growih of potential GDP. It can do so 
indirectly, by providing a stable macroeconomic 
environment (discussed under fiscal policy), and 
directis by leading to aggregate expenditures that result 
in growth of potential GDP. 


Direct supply-side effects of demand-side policies 
on potential output and long-term economic growth 
Fiscal policy 

* Government spending for provision of physical 
capital goods, such as infrastructure (roads and. 
‘transport systems, elevommunications, harbours, 
airports, etc.) as Well as on RÈD, which improves 
technology and thzesiore the quality of capital 
ood, and increases the productivity of labour, 

* Government spending for the development of 
human capital, such as training and education. 
programmes as well as health care that improve 
the quality of the lubour force and increase the 
productivity of labour. 

+ Provision of incentives to encourage investment 
by firms through lower business taxes thereby 
contributing to new capital formation and R&D 
"hat promotes technological innovations 


Monetary policy 

While fiscal policy lus the stronger ability to affect 
potential output, monetary policy can also affect it 

A all in interest rates encourages more spending by 
firms on capital goods, which increases their quantity. 
‘An increase in the quantity of any factor of production 
affects potential output, therefore a fall in interest rates 
has an impact on long term growth, 


All these factors work fo increase aggregate demand 
as well as potential output, thus supporting long- 

term economie growth. These effects can be seen in 
Figute 11.3 (Chapter 11). Suppose an economy is 
initially in equilibrium producing real output Y), and 

the government pursues a variety of demand-side fiscal 
policies including increases in government expenditures 
‘on infrastructure, R&D and training and education, 
thereby increasing the quantity of capital goods, and 
improving the level of technology and the quality 

of labour force, These policies produce increases in 
aggregate demand over the short term, so that AD shifts 
from AD; to AD. However, these policies also impact on 
aggregate supply, becan:se of the inerease in the quantity 
‘of capital goods, the improvements in the quality of 
labour, ete., so that the LRAS and SRAS curves (part 
(a)yand the Keynesian AS curve (part (b)) also shift to 
"he right increasing potential output over the long term. 
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policies have not only 
demand-side but also supply-side effects, 

and can affect long-term economic growth by 
increasing potential output. Their contribution 


to economic growth includes creating a 
stable economic environment, as well private 
investment spending and government spending, 
in tuin leading to increases in potential output 
through new capital formation, increased. 

R&D and technological improvements, anc 
improvements in the quality of the labour force. 


Evaluating supply-side policies 


We turn to an evaluation of the effectiveness of 
supply-side policies 


Constraints on market-based 

supply-side policies 

Tume lags 

The policies work after signiticant ime laps, making 

thei ets on he ppl side of the economy 

(sgxtopate supply) over the longer term. This is because 

the active set into motion (increased competition, 

market reforma, changing incentiven) wed U 

fet potential output 


Possible unfavourable impact on unen 
Market-based policies that focus nv encouraging 
competition may well inensase usesnployment, at 

Teast over the short-term. In ths case of privatisation, 
as privatised ims try to make their operations 

more efficient, they often try lo cut costs by firing 
workers Contracting out to the private sector leads to 
government job loses, and job losses for the country as 
a whole if projects are contracted out to firms in other 
lower cost countries, In addition, economie deregulation 
has frequently led to increased unemployment, due to 
increnssd competitive pressures that cause firms to fre 
Workers in order to lower their costs It is possible that 
increased unemployment on account of these policies 
say be short-term, and may be reversed over the longer 
erm as the economy begins to ben 

effects of supply-side policies. 


Possible negative effects on equity 


‘Market-based policies often have negative effets on 
equity Greater competition may have a negative effect 
ifi results in some unemployment, involving a loss 


of income, Labour market reforms include changes 
în legislation and institutions that provide protection 

Tor workers with very low incomes and with income 
“uncertsinties (minimum wage legislation, protection 
against being fired, unemployment benefits). Reduced 
protection results in lower incomes for some workers and 
increased job insecurity, and contributes to rising income 
inequalities, Minimum wage legislation, for example, 

is intended to protect unskilled workers on very low 
incomes Unemployment benefits and job security are 
especially important to people on very low incomes who 
ave nothing to fll back on if they are left unemployed. 


In the ease of incentive-related policies, tax cuts intended 
o create incentives to work, save and invest may also 
worsen income distribovlon, The argument that high 
axes create disincentives to work and sive applies mainly 
to higher incon groups who face higher average tax 
rate therefore, to reverse this problem, tax cuts must 

be designed io affect the after-tax incomes of higher 
income proupx Yet this would make the tax system 

Jess progressive, reducing the redistributive lfects of 
personal income taxes and making income distribution. 
Jess equal. In addition, since itis the wealthy who enjoy 
capital pains and earn most of the interest income and 
business profit, tax cuts in these areas will affect wealthy 
people by increasing thelr after-tax incomes more than 
they will affect lower income groups of the populat 


Another point concerns the prices of products sold 
by privatised firma. I private firms have a degree 

of market power, they are likely to raise their prices 
over what the government used to charge (as well as 
restrict the quantity of output produced), As a result 
their products become less affordable, with damaging 
consequences for lower income groups, particularly if 
the privatised firms provide necessities or merit goods, 
such as wilities, including power, water supplies, sewage 
systems, ete, (This is a problem in some developing 
countries, where privatisation of services has made 
these unaffordable for very poor people) 


Negative impact on the government budget 
Market-based policies do not need government funds to 
be implemented as they are based on private initiative 
However, incentive-related policies in the form of tax. 
cuts negatively affect the budget as they reduce tax 
revenues. They can therefore lead to a budget deficit or 
increase an existing one. (See Real world focus 13.2.) 
Possible interference of vested interests 

Vested interests are strong personal interestsin 
something, Market-based policies often affect particular 
stakeholders i ways which are not in their best interests, 
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and these groups therefore oppose and may prevent the 
policies from being implemented, For example, strong 
labour unions oppose ny policy that would weaken their 
power, or would reduce or abolish the minimum wage 
Workers in publie government-owned) enterprises may 
be oppose to privatisation as they fear for their jobs 
which may be cut when the privatised firm tries to reduce 
costs Firms with strong market power in industries 
where there is litle competition are likely o be stevupy 
‘opposed to polices that promote competition by 
breaking up large firms with too much market power, or 
preventing mergers between firms that would tike to have 
more market power. 


Possible negative effects on the environment. 
‘Market-based policies focused on increasing 
competition (privatisation, deregulation) may have 
negative effects on the envionment because of the 
increased scope for acti nies leading to negative 
Cxternalities affecting the environment 


Constraints on interventionist 
supply-side policies 

Times 

Here oo the policies work after significant time lo 
because o the time needed for mestments, new human 
ood physical capital, R&D, and so on o be realised and 
to take eflect 


Negative impact on the government budget 
Interventionist policies have negative effects on the 
government budget because they are heavily based 

on government spending. They can therefore ereate a. 
budget deficit (or can increase the size of the deficit if 
there was one to begit with). 


Strengths of market-based supply-side 
policies 

Improved resource allocation 

Market-based supply-side policies focus on improving 
the workings o the market system based on the 
operation of demand and supply, and these are 
expected to result in improved efficiency in resouroe 
allocation, 


May not burden the government budget 
Most market-based polices do not need government 
funds to be implemented as they ace based on private 
initiative. (Tax cuts are an exception: see above.) 


Ability tocresic employment 
Market-based policies involving labour market reforms 
may alo contribute lo reducing the natural rate of 
unemployment by focusing on making the labour market 
more responsive to supply and demand (lower wages and 
production costs, casier hiring and firing, ctc. 


Ability to reduce inflationary pressure. 
By increasing potential output supply-side policies are 
likely to reduce inflationary pressures over the longer. 
term, As potential output increases with LAS shifting 
o the right so as to match increases in aggregate 
demand, there will be litle or no upward pressure 

on the price level. This cia be seen in Figure 11.3 
(Chapter 11). 


‘The ability of market-based policies to reduce 
inflationary pressures can also be understood in terms 
of the focus on keeping firms’ costs of production 
down through increases in efficiency (due to increased 
competition) and lower wage costs (due to increased. 


iocus market exibit) 
Strengths of interventionist supply-side 
policies 

Direct support of sectors important for growth 


The government selects particular sectors or activities 

^o promote, which may be important for growth. For 

example if à country needs infrastructure such as road 

systems, ports or airports, government support for these 

can be crucially imporiaat for the effective functioning 

and growth of the economy. 

Ability to crente employment 

Interventiossst policies involving investments in 

education aud training can make a direct impact on a 

reduction of unemployment by’ 

^ enabling workers to acquire the skills, training and 
retraining necessary to meet the needs of employers 
(structural unemployment) 

© providing assistance to workers to relocate 
(structural unemployment) 

^o providing information that reduces unemployment 
when workers are between jobs (frictional 
unemployment) or between seasons (seasonal 
unemployment), 


Potential ability to reduce inflationary pressure 
Interventionist policies may also reduce inflationary 
pressures by increasing potential output, as Figure 11.3 
shows. 
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Possible positive eects on iy educated, skilist and healthy workers are more likely 
Interventionist policies iat focus on investments in Jo be employed and be an active and productive part 
kuman capital that ase broadly distributed throughout OÙ Society with the result that income is likely to be 
the population are kely to have positive effects Te more equally distributed. 


on equity over the longer term, The reason is that 


The US reduces corporate taxes 
în 2017, the United States enacted the largest over 
reduction in corporate tax rates in US history, from 35% to 
21%, bringing them to their lowest level in 50 years, This 
was justified on the grounds that increased investment due 
to the tax cut would result in move growth that would in turn 
lead to higher real incomes, According to the US Presidents 
economic advisor, With supply-side tax cuts... we are 
producing very significant growth with virtually no inflation, * 


Yet according to a mojar survey of corporations, the 
“tx cut package appeared to have no major impact 
on businesses capital investment or hing plans The TES Sabu bid fo GV ta pr 
International Monetary Fund (MF) similarly concludes that “Zee 1348 pout 

the tax cuts have not brought forth the expected lev of investment, 


Inthe meantime, corporate tax revenues fell by double the expected amount in 2018. Economists are 
debating the possible causes ofthis but have yat to identify them. The significant drops in tax revenues are. 
enlarging the budget 


‘The bonofits of ho tax cut went to corporate shareholders inthe form of higher profits (dividends on their 
not being renvested, Yet 35% of corporate ownership s foreign. This means 

of the tax cut is transferred abroad to investors outside the United States Paul 

mounts to moro than $40 billion each year 

that this amount is much higher than what 


that is given away to wi 
the United States spends on foreign aid, 


Sources: www.bbc.com; 
Wewwlatimes.com; 
wwwenbc.com; 
www.nytimes.com 


Applying your skills 


1 Using a diagram, explain what the US Presiden: 
the frat paragraph. 


economic advisor meant in the statement quoted in 


Referring to the topie of income inequality of Chapter 12, explain the possible connection between 
the cuts in corporate income taxes with increasing wealth inequality 


3 The corporate tax cut has been hotly debated in the United States. Research this topic and present 
both sides of the debate, 


"hosce com/201901/19 point us acci haeno-maorimpacton bvisesapending plans-tuey html 
‘hip mere com/20181/2/Ipointillon-utaveut haeo majaninpact-on binneas spending- plan trvey nd 
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Some ongoing debates 


Most economists would agree that it is unlikely that any 
policy can yield positive results without some negative 
consequences. Most believe that interventionist and 
market-based polices should complement each other, 
and the pacticular mix of policies that should be used 
will likely be different acconding to cach country's 
particular economic and social condition (se for 
example Real world focus 13.3), However, major 
disagreements persist over the suitability and particular 
mix of policies for achieving long term economic 
growth. Here is a small sample of the debates 


“The debate over increases in potential output 
Economists generally agree that supply-side policies play 
an important roe in increasing potential output, However, 
they disagree on Whether int^rventionist or market-based 
polices are more effective. Supporters of interventionist 
policies argue in erm: of the major advantages of 
targeted government support in areas such as investment, 
RAD, training and education, provision of credit on 
favourable terms low interest ates, long repayment 
periods) and so on; they argue that the market is unlikely 
to provide them as needed, Moreover, industrial policies 
allow the government to support particular industries 
hat are hek to offer the greatest possiblities for growth 
in the future. They point to the experiences of a group 

fof Asian countries (the Asian Tigers’ see Chapter 20) 
Which achieved very high rates of growth hy use of highly 
interventionist policies focusing on invest in human. 
Capital and industrial policies. They also point to th 
questionable growth performance of many developing 
countries that adopted market-based supply-side policies 
in the 1990s and beyond (see Chapter 20). 


Supporters of market-hassd policies argue that 
government interference in the market may lead lo 
fliiencies and resource misallocation, whereas 
ince on the market can achieve long-term growth 
ling these disadvantages. A major argument 

‘against government intervention and industrial policies 
involves the idea that government interference may 
resi it less efficient outcomes because of the influence 
of political pressures lack of necessary information. 
cand unintended and unwanted consequences uf 
government actions Government may lack the ability 
to choose the right industries to support. and incorrect 
choices will lead to a poor allocation of resources. 


Supporters of market-based policies also note that 
interventionist policies rely heavily on government 
spending, using resources thut aight have better 


alternative uses elsewhere (opportunity costs). 
Governments require substantial amounts of tax 
revenues io be able to provide the support services, 
which means high taxes and a large government sector 
High taxes act as disincentives to work, and a large 
government sector promotes ineficiencies 


"The debate over incentive-related policies 
Tax cuts incentive-related policies) are among the more 
controversial market-based policies, because of their 
questionable effects on work, saving and growth of 
Potential output, Tax cuts have both demand-side nd. 
supply-side effects Some economists question the strength 
‘of the supply-side effects, believing these to be small 
compared to the impact on aggregate demand. Increases. 
in disposable income due to cus in personal income taxes 
may result inthe decision to work less if people prefer to. 
use their extr after-tax} income to increase their time for 
leisure. Als, workers may decide to use their higher after- 
ax income to consume more rather than save, in which 
case the tax cuts may not significantly affect saving and 
investiment, In the United States, for example, whereas 
‘there have boen à series of tax cuts savings are at their 
lowest point in the past century, In countries where tax 
cuts were implemented as supply-side policies (such as in 
the United Kingdom and the United States), economists 
disagree on whether or not these have worked to increase 
potential output, The reason is that whatever growth 

as occurred has been the result of both demand-side 
and supply-side effects of demand-side and supply-side 
polices and itis very difficult to detect which particular 
policy has been response for each particular effect, 


‘The debate over minimum wages 
Based on the assis of Figure 10.1(0) (Chapter 10), that 
shows unetaployment resulting from a minimum wage 
supporters of market-based policies angue in favour of 
reducing the minimum wage to reduce unemployment 
tever, there is some question over whether reducing 
minimum wages will produce this result, Many 
ceonomists argue that paying workers a higher than 
equilibrium wage encourages them to work harder, 
increasing their productivity (the output produced per 
worker) Increased labour productivity causes firms to 
increase their demand for labour, which has the impact 
of increasing employment and justifying tbe higher 
Wages. If this argument is correct, there would be litle 
benefit for firms if governments cut the minimum wape. 
"There are many studies that empirically support this 
argument? According to some views it may be the case 
that the minimum age may begin to have an impact on 
unemployment only when it approaches very high level, 
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TEST YOUR UNDERSTANDING 


1 Using exams, explain 3 Discuss advantages and disadvantages of 


E ceo pnl act efécs di ‘market-based supply-side policies, neluding 


policies, and policies to encourage competition, 


b demand-side effects of suppl b labour market reforms, and 


policies. c incentive-elated policies. 
2 Discuss advantages and disadvantages of " 


interventionist supply-side policies, Including. Fil Wu minimum wages rey re Rao 


to unemployment, as illustrated in a labour 
a investment in human capital market diagram. 


i investment in new technology, 
€ investment in infrastructure, and 
d 


industrial polici 


‘Flexicurty’in Denmark 
The poopla of Denmark appear to have 
achieved a combination of things that many 
‘economists would consider impossible. The 
Danish economy has boon one of the bost 
its GNI por capita 

"n (SPPP) ranks second in the EU; the povar 
rate is among the lowest in the world; has 
one of the most equal distributions sf income 
inthe world; and according to the "World 
Map of Happiness, the Darin: aro the second 
happiest people in he world; al this while 

iso paying among the highest taxes in the 
world, with one of the lowest tax evasion rates 
in the world 


Government officials from Europe and the. 
United States have been travelling to Denmark to discover the secret of its success, which 
unique practice of lexicurty, denved from flexibility’ and ‘security’. 


The flexibility part of "lexicurty is based on Denmark's highly flexible labour market, Workers can be easily 
fired with little prior notice, meaning they can also be easily hired (because there i litte ar no cost involved 
in fring). There is a very large turnover in the labour market, with 30% of the labour force switching jobs each 
year. Most of these switches are not due to lay-offs, but moving on to better jabs. Though this gives rise to 
[Lern unemployment, Denmark has achieved one ofthe lowest unemployment rates in the Eurapean Union 


"Ses for sample hipa Awm lsomberg com/epinon rice 20171 QA treconam Naheecinimen Anges havnt erent 
[nsi — ——Ó 
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The security part ef flexicurity’ is based on Denmark's extensive social protection system, Once a worker 
is fired, they are is entitled to very generous unemployment Benefits, amounting to 90% of the wage for a 
maximum of three years over a lifetime of work. This provides workers with the incentive to find a new job. 
soon after hey have been laid off 


Ono condition of receiving unemployment benefits i that workers must be available to take on a job that 
is oflared to them through government job centras after 12 months of unemployment, In addition, the 
‘gevernment provides free education and training to unemployed workers to help them easily find new. 
jobs. Most workers belong to labour unions that work very closely with businesses to discover what skills 
and education employers require. This helps reduce the level of structural unemployment in the economy. 
Denmark has a highly skilled and educated labour force, 


The security part of loxicuriy is also based on public provision of free education from kindergarten 
through university, fre healt care and hospitals, generous retirement pensions, housing subsidies for low- 
income earners and numerous other social benefits 


‘An additional possible e;olanation for Denmark's economic success is its market-oriented economy, 
based on free trade, competition, and limited government ownership or intervention in business. It is also 
considered to be five country with the least amount of bureaucracy and the shortest amount of start-up, 
time for now fras in the European Union, 


Denmark alse has among the highest income tax rates in the world, with incomes taxed at nearly 56% on 
average. Personal income taxes are strongly progressive, and this contributes to the high degree of income 
"equali Also, it has a very high value added tax (VAT, arı indirect tax) at 25%. High taxes are necessary to pay 
{or tho very generous unemployment benefits fiov education and health care, and other merit goods provided 
by the government. On the other hand, business taxes are comparable with most other European count 


Source: hitps//economie-research.bnppanbas 
Applying your skills 
3 Identify what policies in Dentnark are useful for maintaining low rates of 

a fictional unemployinent, and 

bb structural unersployment. 


cbe how a highly progressive tax system contributes to greater equality in income distribution 
Chapter 12) 


[ 


3 Itis often argued that highly flexible labour markets lead to greater income inequality. Identify the 
policies that Denmark uses to ensure this does not occur 


4 Denmark has combined high economic growth rates together with taxes that are among the highest in 
the world. Describe what this suggests about possible disincentive effects of very high taxes. 


Denmark's unemployment benefits are among the most generous in the world, yet it has very low 
‘unemployment rates, Describe what policies are used to avoid possible disincentive effects of 
unemployment benefits toward work. 


6 ddentify the kind of unemployment involved by workers ‘moving on to better jobs’ 


7. Denmark has a unique mixture of interventionist and market-oriented supply-side policies that appear 
to contribute to its success. Explain what these are. 
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13.7 Evaluation of 
demand-side and 
supply-side policies 

to promote low 
unemployment, low and 
stable rate of inflation 
and economic growth 


Policies for low unemployment 


Different types of unemployment (see Chapter 10) 
require different kinds of policies for their solution. The 
main distinction is between cyclical (demand-deficient) 
unemployment and natural unemployment, 


Cyclical unemployment 
ince cyclical unemployment is caused by low ar falling 
Aggregate demand, metres to correct i involve 
expansionary demand-side policies or monetary und 
facal police. The intended effects of such policies are 
shown in Figuse 13) and (b Where the economy is 
initially in a secewionary gap producing output Yy 
Efforts by the government or central bank o shit 
AD from AD, to AD; ame intended Vo increase rit 
GDP Y, representing potential output As AD shits 
16 the right, the recessionary pap shrinks, and cy: ical 
unemployment fails until itis eliminated at Y 


Monetary policy has the advantages tha it can be used 
incrementally, and it can easily be reversed or changed 
in the event that aggregate demand increases too litle 
or too much in response to lower interest rates In 
addition, it is not subject to political constraints and 
docs not have as long time s as fiscal policy. It also 


does not lead to crowding out, and does not lead to 
increased government spending with larger budget 
deficits and government debt. 


However, if the recession is deep, with low business and 
consumer confidence and fears of bankruptcies in the 
banking sector, lower interest rates may not lead to the 
needed increase in aggregate demand. Moreover, once 
interest rates reach zero they cannot be reduced further. 


Fiscal policy has the ability to pull an economy 
out of deep recession with a high rate of cyclical 
‘unemployment. In a deep recession expansionary fiscal 
policy can complement monetary policy. Increased. 
government spending, in particular, has a direct impact 
‘on aggregate demand. Government spending has the 
further advantage that it can be targeted to particular 
economic activities, such as spending on infrastructure, 
‘that have supply-side effects through their impact on 
potential output, Moreover, automatic stabilisers in the 
form of progressive income taxes and/or unemployment 
‘beuetis make the recession less severe, and therefore 
maie cyclical unemployment not as high as it would 
ave been if these stabilisers were not present 


On the other hand, fiscal policy faces a number of 
disadvantages, It cannot line tune the economy and is 
subject to major time laps, so that by the time the policy 
Takes effect it may no longer be appropriate. In addition, 
since in a recession tax revenues fall due to rising 
unemployment and government spending increases on 
‘unemployment benefits, the government is likely to have 
a budget deficit resulting i increased government debt 
Increased government borrowing may lead to higher 
interest rates possibly crowding out private investment. 


Supplysde patie mainly affect potential output, 
Whereas cya unemployment it due to insuficient 
aggregate demand. Market-based supply-side policies 
wili not help reduce cyclical unemployment, However 
interventionist supply-side policies could be effective 
sinc they have demand-side effects as discussed ar 


Natural unemployment 


Structural unemployment is the most serious part of 
natural unemployment, and most economie policies 
intended to lower the natural rate of unemployment 
focus on this 


Demand-side policie ase generally not appropriate. To 
ses why, suppose that ai economy is producing at the 
level of potentia output, with unemployment equal 
to the natural rate. If aggregate demand is increased 
Through fissi or monetary policy, the natural rate of 
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‘unemployment wil fall ternporarily; however, this will 
cause inflation (you can se» this by using ether the 
monetaris/new classical or Keynesian models) Policy- 
makers would therefore reduce aggregate demand 

to lower the rate of inflation and unemployment 

will fall once again to its natural rate, Alternatively, 

in the event that there is downward price and wage 
Bexibility, the monetarist/new classical model shows 

that in the long run the economy will revert to long-run 
tquibibrium with unemployment once more equal to the 
ratural rate. 


Fiscal policy however may have effects on natural 
unemployment because of its supply-side effects, These 
kinds of fiscal policy measures are included within 
interventionist supply-side policies, 


Dnterventionit supply-side measures to reduce. 
structural unemployment include setting up retraining 
programmes: support fer se-raining through grants 
and low interest loans; direct government hiring 

and provision of on-the-job training: grants to firms 
offering on-the-job training: subsidies to firms hiring 
structurally unemployed workers: grants and subsidies 
to assist relocation; information on job availability in 
various geographical areas; government projects in the 
depsessed areas for employment creation. 


Measures to reduce frictional unemployment ainy 
at improving information flows between employers 
tnd job seekers, reducing the time a worker spends 
searching for a job. Improved information can result 
from the establishment of job centres, employment 
‘agencies and other methods of facilitating information 
exchanges, such as job websites, 


Measures to reduce seasonal unemployment include 
provision of information ta workers on jobs available 
during off-peak seasoas in other industries. 


The advantages vf such policies are that they have a 
direct positive vvpact on reducing unemployment, 
without contributing to increased income inequalities 
and loss af job security: Disadvantages include the 
negative impacts on the government budget and 
opportunity costs of government spending. 


‘Market-based supply-side measures include libow 
market reforms that increase labour market fesibility. 
‘As we know, reducing the minimum ware could 
potentially reduce unemployment by lowering wages 

Of unskilled workers: weaker labour unions reduce the 
upward pressure on wages making it easier for firms to 
ire because of lower costs: reducing job security makes 
it easier for rms to hire because they can more easily 


fre; and reduction of unemployment benefits increase 
workers incentives to find work. 


These measures are aimed at structural, frictional 
and seasonal unemployment. The advantages of 
these policies are that they can reduce the natural 
rate of unemployment without negative effects on 
the government budget. The major disadvantages are 
‘that they contribute to income inequality and loss of 
protection for low-income workers 


Policies for a low and stable 
rate of inflation 


I is important to beat tà mind the distinction between. 
demand-pull and eost-push inflation (see Chapter 10) 
an this determines the policies appropriate to deal with 
each one, 


Demand-pull inflation 


Since demand-pull inflation is caused by increases 
in aggregate demand, appropriate policies are 
contractionary demand-side policies, or monetary and. 
fiscal policies that attempt to bring about a decrease in 
aggregate demand, so that Ds shifts toward ADi in 
Figure 13,1) and (b) bringing the economy back to 


lance is more appropriate 
ly and can easily be 
reversed or changed in the event that aggregate 
demand decreases too litle or too much in respon: 
higher interest rais In addition it has the important 
advantage of shorter time laps compared with fiscal 
policy. The further advantage of no political constraints 
is more important here than in the case of dealing 

‘with unemployment, because the tax increases or 
government spending cuts called for by contractionary 
fiscal policy are politically highly unpopular, making it 
difficult for governments to undertake these poli 


je 


On the negative side there may be conflict among 
government objectives Inflation requires higher. 
interest rates, but this may increase the exchange rate 
appreciation) which will make imports cheaper and 
exports more expensive to foreigners If the country has 
a trade deficit (more imports than exports), a currency. 
appreciation may work to increase the size of the trade. 
deficit, which is not desirable (see Chapter 16). 


Fiscal policy may be useful to deal with rapid and 
escalating inflation as a complementary policy to 


ws) 
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monetary policy. Cuts in government spending could 
also have a direct impact on reducing aggregate 
demand. Finally, automate stabilisers are expected to 
play a positive role as progressive income taxes and 
‘unemployment benefits work to make the inflation less 


However, cuts in government spending are highly 
unpopular, as are also increases in taxes Fiscal policy 

is « cumbersome tool not well suited to fine tuning the 
economy, In addition time lags could make the policy. 

inappropriate by the time it takes effect. 


Supply-side polices cannot be used to deal with 
demand-pull inflation over short periods of time, 
because demand. pull inflation has causes lying on. 

the demand-side, and supply-side policies work with 
‘Tong time lag, However, over long periods, supply- 
side policies whether interventionist or market-based 
do have the tendency to reduce inflationary pressures 
that might have demand-side causes, because they 
shift the LRAS or Keynesian AS curves to the right 
(see Figure 11 4) As long as the productive capacity 
fof the economy i growing at least as fast as aggregate 
demand, initionary pressures are kept under control 


Cost-push inflation 


Cost-push inflation is caused by an increase in costs of 

production or supply-side shocks, causing a letwand 
inthe SRAS curve, resulting not only ir 

price level but alo a fall in eal output aad a rise 

unemployment. 


Demand-side policies are problesaiie, because, Whereas 
the problem of inflation requires a decrease in aggregate 
demand, the problem of uncinployment requires an 
increase in aggregate dernand. In spite of this conflict 
central banks committed to a low rate of inflation use 
contractionary monetary policy (raising interest rates) 
to lower agerepate demand, This comes at the cost of 
more recession and therefore increased unemployment. 
Fiscal policy is not appropriate and is not generally 
m 


Supply-side policies may be used though there are no 
general solutions to the problem of eost-push afation 
Policies that can be pursued depend very mucit on the 
specifie cause of the increase in costs. For example, 

if cost-push inflation is due to increase: in wages, the 
appropriate solution may lie in supi side policies that 
attempt to stop or reverse the vage increases. These 
‘ould involve labour market measures such as lowering 
the minimum wage, or reducing the power of labour 


‘unions so that these are unable to negotiate high wage 
increases wiih employers, 


IF the increase in costs is due to an increase in the 
price of an imported input, then the solution is less 
obvious. An imported cause of cost-push inflation 
around the world over the past 40 years has involved 
increases in the price of oil, an input that is heavily 
used as energy in most lines of production in both 
industry and agriculture. There are no easy solutions to 
this type of cost-push inflation, Since the early 19705, 
When the price of oil began to increase, many countries 
ave attempted to address the problem through efforts 
to develop alternative forms of energy, as well as by 
encouraging users to esonomise on the use of products 
‘that depend on oil as ow input. Such policies focus on 
reducing the demand for ol, so as to lower its price. 

I the price of il falis, there results a rightward shift 

of the SRAS carve due to lower costs of production, 
However, his is a policy that takes a long time to take 
fect 


Another type of cost-push inflation may aris if firms 
with substantial market power (such as oligopolies) 
increase their profits by increasing the prices they 
charge to consumers In this case, policies pursued 
may be to break up the market power of firmi, and 
encourage competition (market-based supply-side 
policies), 


Another type of cost-push inflation may occur if a 
country% currency falls in value, resulting in an i 
ied goods (this 
Will be explained in Chapter 16) Firms that are heavy 
users of imported inputs and raw materials experience 
ün increase in their costs of production and cost- 
push inflation will result, One possible solution isto 
implement policies that aim to reduce dependence on 
imports expenditure switching’ policies). However 
those policies come with their own problems, which We 
will discover in Chapter 17 (at HL). 


Policies to promote economic 
growth 


We must here make a distinction between short-term 
growth and long-term growth (see Chapter 11). Short- 
term growth is caused mainly by increases in aggregate 
demand. Long-term growth is caused by increases 

in long run aggrevate supply (LRAS) or Keynesian 
AS, hence resulting in increases in potential output. 
Therefore the policies leading to short-term growth 
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include expansionary fiscal ond monetary policies, 
hile the policies for long-term growth include supply- 
side policies, both interventionist and market-based. 


However it is important to consider the overlaps 
between demand-side and supply-side polices because 
in practice it is very difficult to distinguish what policy 
has what effect. Our theoretical distinctions between. 
short-term and long-term growth become blurred in ths 
real world. In fact, policy-makers do not usually wake 
a distinction between the short term and long term or 
between expected effects on the demand side (4D) or 
the supply side (LAS) of the economy, as they often 
focus just on the idea of growth in real GDP. 


Therefore, when evaluating policies io achieve growth, 
we must remember that there is a vide variety of 
policies that include both expansionary demand-side 
policies as wel as all supply-side polices, all of which 
tan be expected to contribute to growth. Al these 
policies have their advantages and disadvantages, 

amd should be carefully selected by policy-makers in 
accordance with the particular circumstances of the 
country in question, 


For example if a country is in a deflationary pap. 
and facing a reeession with cyclical unemployment. 
appropriate policies are likely to be those discussed 
inler in connection with cyclical unemployment 
‘They include demand-side policies possibly atong with 
supply-side policies, particularly of the interventionist 
type which actually overlap with expansionary fiscal 
policies. As the economy approaches potential output, 
fr comes close to facing an inflationary gap, it becomes 
all the more important that supply-side policies are 
pursued, because demand-side policies on their own 


Paradigm shifts in macroeconomics 
Thomas Kuhn was a physicist who became very well known for his work in the philosophy of science. 
through his famous book, The Structure of Scientific Revolutions. Kuhn argued that science (and by 


extension, social science), does not grow and progres 
knowledge, but rather progresses through abrupt ‘scientific revolutions’, known as paradigm shifts, The 
word paradigm comes from the Greek word tepábuyna (paradeigma), which means pattern, or example, or 
representation. Kuhn used it to refer to a theught pattern that defines a scientific discipline at a particular 
time. According to Kuhn, a paradigm is not just a theory, but a whole world view that goes along with a 
theory or set of theories, which is shared by the members of the scientific community. A paradigm shift 
‘occurs when there is change in the paradigm of a discipline. A paradigm shift doss not occur easily, as 
there is resistance to the shift by adherents to the paradigm being challenged. 


Some economists argue that there occurred two major paradigm shifts in macroeconomics in the 20* century, 
and that there may be a third one occurring as a result of the global inar cal crisis that began in 2008, 


in a continuous way through a gradual build-up of 


run the risk of creating inflationary pressures that can 
only be reduced by increases in the productive capacity 
of the economy, hence increases in LRAS or Keynesian 
AS (as Figure 11.3 in Chapter 11 shows). 

Beyond the abave, each type of policy must be 
evaluated on the basis ofits own strengths and. 
weaknesses, 


UND 


ANDIN n 


41 Answer the questions below for 
^^ eydical unemployment, 
bo structural unemployment, 
{ritional and seasonal unemployment, 
d demand-pull inflation, 


v eostpush inflation, 


| Identify poli 
recommend, 


you would 


li Identify what polici 
would not recommend 


ny, you 


lil Explain the advantages and 
disadvantages of your policy 
recommendations, 


2 Discuss why itis important to examine 
where in the businass cycle an economy 
finds itself buíore recommending particular 
policie 
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From classical economies to Keynesian economics 
Inthe early 20^ century, economists were guided in their macroeconomic policies by the principles of 
‘classical economics’, which were based strongly on the microeconomic theory of supply and demand. 
Classica! economists believed in the ability of the marst and the price mechanism to solve all the 
major economic problems and allocate resources in ihe most efficient way. These principles, which are 
iecepted for the microeconomy, were then believed to apply to the macroeconomy as well. Major 
juptions to the macroeconomy, affecting output and employment, were thought to be caused by 
factors extemal to the market system (such as wars, droughts or taxes), and were believed to be short-run 
phenomena that would be solved by the market, without interference by the government, 


However, the Great Depression of the 1730s, which caused very large declines in output and large increases in 
unemployment, and which persisted for years, forced economists to question the ability of the market system 
to automatically generate the aggregate demand that was needed to get the economy out of the depression 


1n 1936, John Maynard Keynes published his famous book, The General Theory of Employment, Interest 
and Money, in which he explained that the rigidity of wages and price: would not allow the market system 
to correct a recession (ar dapression) and bring the economy back t tull employment. Soon af 
outbreak of the Second World War in 1939, massive increases in government military expenditures showed 
economists the pswerful effects of aggregate demand incraasas on employment and output 


ioni of this experiance brought forth a ‘evolution’ in economic thinking, or a paradigm shift, 

paradigm and a shift to the Keynesian one, In contrast to the. 

in which well-functioning markets meant there was not much for governments to do, 

in tho Keynesian world view, markets were not soll-correcting, and required active demand management 
ind monetary policies) to deal with economic fluctuations; government intervention in markets was 


bulioved they had discovered in govarnrnent intervention and demand management the sacrat to 
ined economie growth, with low inflation and low unemployment. 
From Koynosian economics to menotarist/now d 
was disrupted by the appearance of stagflation, or the simultaneous increase 
in inflation and unemployment, caused by faling agre ly (due to ai prico and food price shocks 
Economists realised that demand-side policies were not hey were previously thought to be, since 
‘expansionary policy for high unemployment and contractionary policy for inflation: 


The 1970s saw hig Inflation and low output growth. This brought enh a new evolution in economic 
thinking, or paradigm shift, involving the ideas of Milton Frisdiman, the founder of monetarism, which 
appeared to address the problem of stagflation, and also fired in well with a political and ideological tum 
toward a morket orientation that was occurring at the time as a reaction to the idea of big government (see 
Theory of knowledge 10.2 in Chapter 10). The world view of monetarist economists was similar to that of the 
classical economists, based on a belief in he ability of markets ta lead to efficient outcomes and address the 
problems of the macroeconomy, again implying that the role of government should be small, Though demand 
management continued to be used, the new world view paved the way for the supply-side policies that 
dominated the 1980s and 1990s, which focused on trying to make the market system work mare effectively. 
The global financial crisis and a new paradigm shift? 

The global financial crisis that began n 2008 revealed the weaknesses of excessive deregulation of the 
financial sector, and the failure of markets to work as well as had been suppossc. In addition to the 
enormous sums of money spent by governments to save banks and other financial institutions from failing, 
there have also been numerous cals for increased regulation and oversight of financial activities en bath 
national and global fronts This raises the question whether another paradigm shift, involving 


— C —  — ]Á, — PNE 
gm) 


Copyright Material - Review Only - Not for Redistribution 


13 Demand-ide and supply-side policies 


ONTIN 


greater government intervention and less reliance on the market may be imminent, Nobel Prize-winning 
economist, Joseph Stiglitz, writes: 


“The blame game continues over who is responsible for the worst recession since the Great 
Depression . .. But the economics profession bears more than a little [responsibility]. It provided the. 
models that gave comfort to regulators that markets could be self-regulated, that they were efficient 
ond self-correcting .... Today, not only is our economy in a shambles but so too is the economic 
paradigm that predominated in the years before the crisis 


Fortunately, while much of the mainstream focused on these flawed models, numerous res 
were engaged in developing alternative approaches. Economie theory had already shown 
of the central conclusions of the standard model wore not [reliable] 


Changing paradigms is not easy Too many have invested too much in the rong models. Like the Ptolemaic 
attempts to preserve earth-zentric views of the universe, there will be haroic efforts to add complexities and. 
refinements to the standard paradigm. The resulting models will be an improvement and policies based on 

them may do beiter, but they foo are likely to fal, Nothing less than # paradigm shift wil do, 


But a new paradigm, | bel 


is within our grasp: the intelectual building blocks are there. . ^ 
Joseph Stiglitz and another Nobel Prize-winning economist. George Akerol, note: 


"Tho economic and financial crisis has been a telling moment for the economics profession, for it has put 
many long-standing ideas to the test. If scienco i defined by its ability to forecast the futuro, the failure 
of much of the economics profession to seo the crisis coming should be a cause of great concern 


ust asthe crisis has reinvigorated thinking about the need for regulation, so it has given new impetus 
to the exploration of alternative strands of thought that would provide better insights into how our 
complex economic system functions 


Fortunately, while some economists were pushing the idea of self-regulating, fully efficient markets 
that always remain at full employment, other economists and social scienti: have been exploring a 
variety of different approaches 


Much of the most exciting work in economics now under way extends the boundary of economics to 
include work by psychologists, political scientists, and sociologists, We have much to learn, too, from. 
economie history” 


Thinking pointe 


‘+ Can you detect a pattern in the balance between markets and government intervention that has been 
‘occurring in the shift fram one paradigm to another? 


‘+ Can you think of any paradigm shifts that may have occurred in another social science or science you 
are studying? 


* Based on the paradigm shifts described above, what has happened in the economy in each case to 
bring forth a paradigm shift? 


* ^ What kind of events do you think are likely to lead to paradigm shifts in other social sciences and in 
the natural sciences? Da they ciffer from those in economics? 


* Why do you think paradigm shifts do not happen easily? Why do they occur infrequently? 


"Jeph Sigs, Needed: a new nomic paradigm inthe Financial Times, 19 August 2910. 
"George Abelf and Joseph E Stigitz,'Let a hundred theories bloom n Project Syd, 26 October 200 
 m— ——— ——Yv——u— 
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The following questions wil help you reflect on your learning and enhance your understanding of key 
topics in this chapter. They are suggestions for inquiries that you can undertake on your own or in groups 
in order to revise the learning objectives of this chapter. 


1. Select a country of your choice that is or has recantly been in recession and examine what policies 
the government or central bank have pursued in order to deal with this. Consider the extent to which 
ihe policies have been successful as well as ihe difficulties that the policies may have encountered in 
attempting to achieve their goals 


2. Find four recent news sources with examples of the following four kinds of macroeconomie policies 
a fiscal policy, 
b monetary policy, 


c interventionist supply-side policy, and 


d market-based suppl 


side policy. 


For each one of thasa, describe the policy. For example, in the ceso of fiscal policy is it contractionary or 
‘expansionary; does it involve changes in taxes or government spending; what is the objective of the policy. 
In addition, you should note if any of the policies fall into more than one category. For example, some 
fiscal policies overlap with interventionist or market-based supply-side policies and vice ver 


BRAM STYLE QUESTIONS 
one 
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CONCEPTUAL BDENSTANDINGS 


1 Growing «comic interdependence between counties ings with it benefits as well 


costs, 


2. Grewiee, economic integration may lead to greater «fficeney, welfare gains and improvement 
ecc nmie well-being, but the benefits may be i quitably distributed 
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^ Chapter 14 
International trade 


* Can you think of some reasons why counties trade with each other? 


+ You have probably heard news reports of trade wars. Can you think of some reasons why countries 
might want to restriet trade 


International trade, the buying and selling of goods and services across inter 
boundaries, has taken place since ancient times, by Egyptians, Greeks, Romans i 
Phoenicians, and late by all major powers throughout history up o the present. Rut it 
hus never been so important Vo the economies of virtually all countries in the vorid as 
itis today. Goods and services produced domestically sold to buyers abroad are exports 
goods and services bought from other countries for domestic use are imports. In recent 
decades, the value of exports and imports as a share of GDP has been increasing in most 
countries around the world. 


You may reca! from your study of macroeconomics that net exports (= exports minus 
imports, or Y — M), is one of the components of aggregate demand, IL is a component 
with major consequences for domestic economies as well as the global economy, some 
positive and some negative, On the whole the positive consequences are often greater. 

an the negative ones, and yet there are many reasons why countries sometimes try to 
estrict the flow of trade, These restrictions often give rise to much disagreement and 
even conflict within and between countries 


Tn this chapter we will study the bene 
of measures used by countries to res 


of international trade, as well as different kinds 
ict the amount of trade, known as made protection 
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14.1 The benefits of 
international trade 


Why do countries benefit from 
international trade? 


Tocesmational trade results in a number of important 
benefits or gains from trade. The benefit are far greater 
if trade s foe, Froe trade refers to the absence of 
{government intervention of any kind in isfernational 
trade, so that trade takes place without on restrictions 
(barriers) between individuals firms or governments of 
diferent countries 


Increased competition 


When co ide with cuch other, they import 
products from other couatrios so that domestic firms 
become exposed n from products produced 
by firms in foreign countries. In addition, they export 
products to otber countries so their own products are 
forced to compete with other products produced in those 
countries Greater competition results in several benefite 
discussed below. 


Greater efficiency in production 


As a result of greater competition firms are forced to 
become more efficient, in other words they raust try 

to produce at the lowest possible cost. If they do not 
become more efficient they will tave to sell their output 
at higher prices to cover their ighe: costs; domestic 
consumers wil prefer the lowerspriced imported 
products, while foreign corsemers will prefer lower- 


priced goods produced in other countries. As a result, 
higher-cost firms will have lower sales and may go out 
of business. Therefore increased competition leads to 
greater elicieney. 


Lower prices for consumers 


Increased competition among firms and greater 
ficiency lead to lower prices for consumers In addition, 
as imports consist of goods that are produced more 
ficiently in other countries, this also leads to lower 
prices for consumers 


Greater choice for consumers 


By trading with each other, countries can import a 
larger variety of good: und services, possibly of higher. 
quality. than the ones they can produce themselves This 
increases choice for consumers 


Acquiring nceded resources 


Conniries are likely to need for their domestic 
production a variety of natural resources or capital 
‘ood that are not available domestically. For example, 
oil isa resource that virtually all countries depend on, 
yet most are forced to rely on imported oil because they 
do not produce it themselves, The same may apply to a 
Variety of other resources such as timber, minerals and 
semi-finished products used as inputs, as well as capital 
goods (machinery and equipment) used in production. 
"Trade allows countries to import inputs they need for 
domestic producti 


Source of foreign exchange 


When countries export, they acquire foreign exchange 
(or foreign currencies), which allows them to make 
payments t other countries for the goods and services 
they impori, or make other payments abroad (see 
Chapier 16). Acquiring foreign exchange from exports 
increases their ability to import 


Access to larger markets 
In the absence af trade, the amount of output any firm can 
produce liit by the size of the domestic market, I the 
domestie market is small f the country is small, the firm 
is unable to grow asit does not have a market for increasing 
its sales, With rade and exports to other countries 
there may bean expansion in the size of the market and 
therefore the possibility ot expanding sales of the firm. 


Economies of scale ia production 


Economies of scale involve the ability of firms to 
decrease average costs of production (cost per unit of 
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output) by becoming larger and increasing the quantity 
of output produced. (This topic was studied in Chapter 7 
AL HL.) When a firm lewers its average costs, it becomes 
more efficient, and cas sell its output at a lower price. 
Access to larger markets allows firms to grow beyond 

the limits of national boundaries, produce more output 
and take advantage of economies of scale. With lower 
average costs, they can lower their prices and enjoy 
{greats export competitiveness, or the ability to cori 
better and sell more in foreign markets 


increases in domestic production and consumption 
as a result of specialisation 


Many of the benefits of trade arise from specialisation, 
Specialisation occurs when an individual, firm or. 
country concentrates production on one or a few goods 
and services. Here, we are referring to specialisation by 
as country in the production vt goods or services it ean 
produce efficiently (at a ow cost). A country that does 
not trade must itself produce all the goods and services 
consumed, and thereiore cannot specialise. But if it uses 
its resources to specialise in the production of those 
‘goods and services it can produce more efficiently (with 
lower costs of production, or with fewer resources), it 
can produce more of these, and trade some of them for 
other goods produced more efficiently in other counts 
This way iti able to produce a greater quantity of 
‘output because it does noL waste its scarce resources on 
producing goods and services at a relatively ih cost, It 
Can also increase its consumption of good» and services, 
because by exporting part of its larger domestic output 
in exchange for other output produced more cheaply 
elsewhere, it can acquire a larger overall quantity of 
goods and services. This, in a simple form, is the theory 
of comparative advantage that we will study below. 


More efficient allocation of resources 


If trades fee, meaning there are no restrictions on 
trade, it ean Jead to a more efficient allocation of 
resources both within countries as well as globally. This 
follows from specialisation discussed above. If each 
country specialises in producing the goods it can produ 
reltively more efficiently with lower costs of producto 
or lewer resources compared with its trading partners, 
"here will be less waste of scarce resources and 1bersfore 
more efficient resource allocation. 


Trade makes possible the flow of new ideas 
and technology 


As goods and services flow from one country to another, 
they enable new ideas and new technologies and skills 10 
be transferred from one country to another 


‘Trade makes countries interdependent, reducing. 
the possibility of hostilities and violence 


Strong international trade links between countries can. 
Tosca the basis for economic relationships that reduce the 
possibility of war or other hostilities. One of the reasons 
behind the establishment of the European Economic 
‘Community in 1957 (the EEC, the precursor of the 
European Union) was to eliminate the powibility of 
future wars between France and Germany. The strong 
economic interdependence created by trade (and other) 
links between these countries makes the possibility of 
War between them inconceivable today 


‘Trade as an ‘engine for growth’ 


Increased competition. greater elliciencies in production, 
expanding markets, acquisition of needed resources, 
economies of scale, greater specialisation, improved 
resource allocation and sharing of technological 
advances, all made possible by international trade, 
contribute to increases in domestic output, and 
therelore to greater economie growth. For these 

reasons international trade has been termed an 

"engine or growth’ 


ST YOUR UNDERSTANDING 14.1 
Identify what products or groups of 
products your country specialises in 


Discuss how each of tho following can 
benefit from trade. 


produ 
ihe domestic economy and society 
the global economy and society 


Outline why international trade been 
termed an ‘engine for growth’ 


Using diagrams to illustrate free trade 


We have seen that free trade refers to the absence of 

government intervention of any kind in international 

trade, resulting in trade without any restrictions 

Under free trade the prices oF goods that are traded 

internationally (imported and exported) are determined 
ly by the forces of demand and supply. 


im) 


Copyright Material - Review Only - Not for Redistribution 


34 International trade: 


— b. Binde po incr —— 
iode iota bes 

H deep 

d mie 


Should a country export or import a good? 


Suppose that bindles ure a good produced by many 
‘countries around the world, which have fee trade for 
indies This means that there isa fee world market for 
binds involving may individuals or firms in countries 
around the world who buy and sell bindlex The world. 
bindle price is determined by world demand and world 
supply, where work! demand is the sum of all country 
demands and world supply ithe sum of all country 
supplies Al the countries that are part of this world 
market buy and sell indles at the world price. The would 
prise. Pys is shown in Figure 14. 1(a). 


Imagine now a country called Tradenia that also 
produces bindles but is closed to international trude; 

this is culled autark, the Greek word fr slfifiteney, 
since the country ix self-sufficient in ali the goods 

it produces and consumes Trade ix not part of 

the world market so its domestic price of binds is 
determined entirely by the familiar domestic demand. 
and domestic supply studied in Chapter 2, 


"Tradenia then decides io open its economy to international 
trade, so that it will ovi begin to export and import 
various goods I the case of bindles, the question arises 
should there be exported or imported? The answer depen 
on the domestic price of nls hefore trade, compared with 
the price of bindesin the word binlle market. 


Itis assumed (for simplicity) that the Tradenian bille 
nasket is relatively small compared to the overall size 
‘ofthe world bindle market, so that if Tradenia buys 
imports) or sells (exports) bindles in the would market 
it will not influence the world bindle price This means 
that once Tradenia enters the world bile market it will 
accept the world price of bindles 2o that its previous 


domestic price befor trade no longer exists, In other 
words, Tradenia now faces a perfectly elastic bindle 
supply curve, appearing as a horizontal line at the level 
fof the world pre (see Chapter 3 on elasticities). 4 
perfectly laste supply curve at the world price simply 
means hu all bindtex in Tradenia are bought nd sold ar 
the world rice and no other prie. 


When a country should export a good 


Whether Tradenia should export or import bindles is 
explained in Figure 14.1, Figure H4, Iib) shows the case 
where Tradenia becomes a bindle exporter. T 
price, Pw, determined in the world bindle 
higher than Tradenia's domestic price, Py, Once Trade 
‘opens its economy to international trade and joins the 
‘world market, it accepts the world price ^, and the 
domestic price, Py is no longer relevant, At the higher 
price ^ the quantity oc bindes supplied, Qy is larger 
‘than the quantity of bindles demanded, Qy, This excess 
{quantity supplied, which is Qs- Qu, is available to be sokl 
o buyers abroad, or exported. I follows then that under. 
fre trade. vihen the world price ts higher than the domestic 
‘price, the good in question i exported 


When a country should import a good 


Figure 14. c) shows that the world price of 
bindes determined in the world market, ^, in lower 
than Tradenia's domestic price, Pa, At the World price 
P,» the quantity of bidles demanded, Q, is larger than 
quantity of bindles supplied, Qs. Tradenia now hasan 
excess quantity demanded, Q,~ Q, Which is the quantity 
of bindls to be purchased from abroad, or imported. 
Under free trade, when he vor price is oer than the 
domestic price, the god quentin ts imported. 


* Students taking this course st HL rnay nota that this a simlar to frr 
‘determined inthe market end 


we in perlact competit that are prize-takers, accepting the price 


a all they can at that pce See Chapter 
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A country will export a good if its domestic price 
without trade is lower than the world price and 
it will import a goed if its domestic price without 
trade is higher than the world price, 


ing international trade diagrams, explain 
when a country should export a good and when 
it should import a good. 


» Calculating quantities of exports 
or imports, and export revenues 
or import expenditures under 
free trade (HL only) 


We will use the principles explained above to calculate the 
effects of intervational trade on several variables, based 
on the information presented in Figure 14.2. 


The exporting country 


Figure 14.2(a) shows that when Tradenia was a closed 
economy, it was producing 60 million bindles nad sel 

of $$ per bindle. When it opened up its 
national trade, it began accepting the 
obal price of $7 per bile. 


Greater quantity produced, smaller quantity 
consumed and quantity of sports 


AL this higher price, domestic quantity produced. 
increased from 60 mili to 100 million bindles, while 
domestic quantity demanded fell from 60 million to 

20 million binde: This means that there is now excess 
quantity supplied of 100 million ~ 20 million = 80 million 
indes. Tha excess quantity supplied will be exported 
therefore exports = A0 million les. 


Report revenues 


As a result, domestic producers will now be earning 
export revenues which are equal to the quantity of 
exports times the world price they receive per unit, Export 
revente are therefore S million x $7 = S560 million, 


Who wins and who loses 


Producers benefit on two counts: the higher price as well 
as the greater quantity they produce which means that 


they have higher revenues Consumers on the other hand 
are worse off on two counts: they can only buy a smaller 
‘quantity and must pay a higher price 


The importing country 

Figure 14 2b) shows that the work price that Tradenia 
is now facing is $3 per bindle, which is lower than the 
domestic price of $5 without trade. 


Smaller quantity produced, greater quantity 
consumed and quantity of imports 

At this lower work price, the domestic quantity produced 
{el from 60 million to 20 wilion bindes, At the same 
time, domestic quantity demanded increased from 


3 Tadenia as porter of bindes. 


[n 
milon 


Figure 14.2: Exporting or importing under fres ade 
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60 million to 100 milion bine. There is therefore excess 
quantity demanded of 100 million - 20 million = 80 
million bindes. This esr quantity demanded wil be 
satisfied by imports tcrefore imports = 80 million bindles 


Import expenditure 
These imports will ive rise to an amount of import 
expenditure (the amount of spending to buy imports) 
that it equal to the quantity of imports times the word 
price per unit, Therefore import expenditure is 80 lion. 
588 = $240 milli. 


Who wins and who loses 


Producers are now worse olf because they produce 
i smaller quantity which they sell i u lower price. 
Consumers on the other hand are better off since they 
can buy a larger quantity for » lower price, 


Tradenin’ domestic prices before trade are 
$50 por unit of good X and $200 per unit of 
good Y. When it begins to trade it faces a 
world price of $35 for good X and $225 for 
ood Y 


^ Identify which good Tradenia will 
‘export and which it will import. 
Explain why. 


i Identify who wil gain or lose from 
importing a good and who will gain or 
lose from exporting ə good, 


Calculating effects on producers, 
consumers and social surplus 
(Supplementary material) 

It you are interested in pursuing this topic further you 
may do w by referring tothe digital coursebook, You 
will discover that welfare analysis reveals the interesting 
‘rl tha free trade always increases social surplus 
garden wheter the country is an importer or 
exporter though the effets are unevenly shared between 
consuméns and producers 


1 Using the diagram below, showing Tradenia. 
before trade and after trade, calculate 


a the quantity of exports, 
b export revenues, 
(optional) the change in producer revenue, 


(optional) change in consumer 
expenditure. 


m 
ji: 


2 Using the diagram below, showing Tradenia. 
before and after trade, calcula 


^ the quantity of imports, 
b import expenditures, 


(optional) the change in consumer. 
expenditure 


| 
a) 
midion 


“This is not required by the syllabus but it is 
good practice for later problems 
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14.2 Free trade: 
absolute and 


comparative advantage 
(HL only) 


The theories of absolute and comparative advantage 
provide powerful explanations for the principle 

that countries ean gain significant benefits through 
specialisation and trade 


The theory of absolute 
advantage 


The theory of absolute advantage dates back 1o the 
work of the famous Ith century economist Adam. 
Smith, considered to be the Father of Fconomicy 
(see Chapter 1). Adam Smith was a sizong believer in the 
principle that specialisation and fice trade can make all 
countries better of To explain this, he formulated the 
theory of absolute advantage. Absolute advantage refe 


w 


the ability of one country to produce a good using fewer 
resources than another country Putting it differently, 

a country has an absolute advantage in a good if with the 
sara rantity of resources it can produce more of the good. 
‘thay another country 


Consider a simple world economy of two countries, 
Collenia and Robotia, that produce coffee and robots In 
Table 14.1, columns 1 and 2 show the quantities of coffee 
and robots that one worker in one day can produce in 
Collenia and in Robotia, if they produce only coffee or 
only robots. Coffenía can produce either 8 units of coffee 
(and 0 robots), or it can produce 4 robots (and 0 units of 
coffee). Similarly Robotia can produce either 3 units of 
coffee (and 0 robots) or robots (and O units of colfec), 


Collenia therefore hus an absolute advantage in coffee, 
because with one worker it can produce & units of coffee 
compared to oniy 3 in Robotia, Robotia has an absolute 
‘advantage ini sobots since it ean produce 6 robots, 
compared to only 4 in Coffenia, 


Coffenia b ow 4 
Robotia 3 ow á 6 


Table 14.1: Absolute advantage 


lies curves (PPC) for Collenia and Robotia, 
iure 14.3, For simplicity, we use straight 
PPCs ee Chapter 1). When Colfenia produces $ units 
‘of cofee, itis at point A, producing O robots; and when. 
it produces 4 robots, it is at point B producing O units 
fof coffe. In the same way we plot points C and D for. 
Robot. Joining points A and B, we get Collenia's PPC, 
joining points C and D gives Robotias PPC 


Comparing the two PPC's, we immediately see Robotia's 
solute advantage is in robots, because its PPC extends 
further to the right on the robot axis; and Coffenia's 
solute advantage is in colle since its PPC extends 
further up on the coffee axis 


Suppose that both countries apre to specialise in and 
export the good in which usey have absolute advantage. 
Collenia specialises entirely in coffee production, and 
exports part of its colle in exchange for robot imports 
Robotia specialises entirely in robot production, and it 
exports a peruan of its robots in exchange for coffee 
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ESSENT! 
robots 


Figure 14.3: Coffenia has ab 
Robotia has absolute advan 


iduantage in cof 
in robots 


imports The result will be that whereas both countries 
willbe producing somewhere on their PPC, due to 
apecialsuion ud rade they can consume af point 
outside their PPC! This is shown in Figure 14.3. Both 
countries become better off because specialisation 
according to absolute advantage leads to ‘global’ 
reallocation of resources where production takes place 
by the most efficient (low-cost) producers, 


According to the theory of absolute 
advantage, If countries specialise in and 

‘export the good in which they have an 

absolute advantage can produce with fewer 
resources) he result is incrunsed production and 
Consumption in each country 


The theory of comparative 
advantage 


The theory of absolute advantage explains only a small 
ppt of gains from specialisation and trade. A much 
ore powerful argument was provided by a well-known 
economist of the 19th century, David Ricardo. u his 
famous theory of comparative advantage. Ricardo 
showed that countries can gain from specialisation and 
trade even if one country has an absolute advantage in 
hoth goods. In order for this surprising result to hold, it 
is only necessary that countries hae different opportunity 
costs for their goods, so that the production of one 
good is relatively cheaper to produce in one country 


than in another, even if it is not absolutely cheaper, 
Comparative sdvantage refers to the situation where one 
country hasa lower opportunity cost (relative cost) in the 
production of a good than another county. 


Using diagrams to show comparative 
advantage 


Considera simple work economy of two counties 
Cottonia and Microchippi, producing cotton and 
microchips. Table 14.2 shows the quantities of cach good 
that one worker can produce in one day if only one or 

the otber good is produced. Cottonia can produce either 
20 units of cotton (and zer units of microchips) or it 

Can produce 10 units of microchips (and zero cotton). 
Microchippia can produce either 25 units of cotton (and 
dero units of microchips) or 50 units of microchips (and 
2:10 units of coton), We can see that Microchippia bas an 
alsolute id antage in the production of hoth cotton and 
microchip because with the same resources (one worker in 
one slay) it can produce more of both goods than Cottonin. 


Figure 144 plots the PPC of each of the two countries 
based on the data of Table 14.2 (assuming straight- 

line PPO). Mierochippia's absolute advantage in the 
production of both goods is apparent from the fact 

that is PPC ies entirely above the PPC of Coston 
When comparing the PCs of two countries, we can 

see immediately whether one country has the absolute 
advantage in one or both of the goods, If the PCs 
intersect, a in Figure 14,3, this means that each country 
has an absolute advantage in one of the two goods If the 
 PPCs do not intersect, c in Figure 144 this means that 
the country with the PPC lying fully above tbe second 
PPC has an absolute advantage in the production of 
both goods (n aur example, Microchippia) 


JE the two PPCs do not intersect, as in Figure 144, how 
iini determine comparative advantages? Very simply, 
The country that has the flatter PPC has a comparative 
"advantage in the good measured on the horizontal axis. 

T follows that the country with the steeper PPC has 

a comparative advantage in the good measured along 
the vertical axis In Figure 14.4, Microchippia's PPC 

is ater than Cottonias PPC, therefore Microchippia 
has a comparative advantage in microchips, which are 
measured along the horizontal axis. Cottonia, with the 
secper PPC, has the comparative advantage in cotton, 


Note that when a country does not have a comparative 
advantage in the producion of a good, we can say it has 
a comparative duds ntage. Therefore in our example 
above, Cottonia has a comparative disadvantage in the 
production of microchips. 


>) 
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{ 1 2 3 4 
| cotton Microchips 
Cottonia 20 10 [io units of microchips 1 | _20 units of cotton 
er 20 units af cotton — 2 | 10 units of microchips © 
Wicrochippia 25 o S0 SOunitsofmicrachipe | _25 units of cotton — 1 
25 units of cotton — ^ | 50 units of microchips 2 
Table 14.2: Comparative advartage 
š ‘that must be sacred (20 units) divided by the gain in 
microchips (10 units), We perform similar calculations to 
20 {ind the opportunity est for Microchipia 
p" The resus show that Microchippia hus a lower 
opporianity cos in producing microchips, while 
3” Micrchppuk Cortona has a lower opportunity cost in producing 


IE 
Hc 


10 20 30 40 50 60 
microchips 


Figure 144: Comparative advantage 


Calculating opportunity costs from 
a set of data 


We will now calculate opportunity costs to identify 
comparative advantage. Opportunity costis the next 
best alternative that must be sacrificed in order to obtain 
something (see Chapter 1) 

Columns 3 and 4 in Table 14.2 calculate the opportunity 
costs of the twe goods in each country (Since we are 
Using straight-line PCs, this means that opportunity. 
costs are constant throughout the PPC). In general you 
can use the following rule to calculate opportunity cost 
sacrifice of one good 


Orgortunity cot 
joeseety gain of the other good. 


Therefore for Cottonia, the opportunity cest of cotton. 
is the quantity of microchips that must be sacrificed 

(10 units) divided by the gain in cotton (20 units). The 
‘opportunity cost of microchips is the amount of cotton. 


cotton. Though Cottonia has a higher ahaolite cost in 
producing cotton, it has a lower relanive cow, meaning 
hat if Coltonia wants to produce more cotton, it needs 
to sacrifice a smaller quantity of microchips than docs 
Microchippia. Therefore Cottonta has a comparative 
‘advantage i cotton production, while Microchippia hax 
comparative advantage i microchips, 


"This ties in with our conclusions above based on the 
PPCs of Cotionia and Microchippia. In fact, itis 
possible to calculate opportunity costs directly from. 
Figure 14.2. 


A country has a comparative advantage in 
the production of the good that has a lower 
opportunity cost (lower relative cost) 


The theory of comparative advantage 
"The theory of comparative advantage i so important 
thatit is often referred 10 as the law of comparative 
‘advantage. This states that if countries specialise and 
trade according to their comparative advantage, global 
production and consumption will increase because of 


an improvement in the giobal allocation of resoura 
making all countries involved better off. 
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Because of this improvement in resource allocation, 
even though both countries produce at a point on their 
PCS, through speciation and trade they consume a a 
point outside thir PPC! Cottonia can consume at a point 
like B while Mictochippia can consume at a point like A 
in Figure 144. 


A country has a comparative advantage in the 
production of a good when this can be produced 
ata lower opportunity cost. According to the 
theory (or law) of comparative advantage, 

as long as opportunity costs in two (or more) 


countries difer, tis possible for all countries to. 
ain from specialisation and trado according to 
Their comparative advantage. The global allocation 
of resources improves, resulting in greater global 
output and greater globa consumption, allowing 
counties to consume etside their PPC. 


The case of parille] PCs 


What if the 274 of two countries are parallel to cach 
other, usin Figure 14.5? Here, country A has an absolute 
advantage in the production of both good Y and 

good X. The fact that the two PPC are parallel means 
That the two countries face identical opportunity costs for 
the two goods. If opportunity costs are identica, there 

is no country in which one good is relatively cheaper 
therefore there is no country that has a comparative 
advantage in the production of one or the other good, 
Under these circumstances (which do not occur very 
often in the real world), there are no possibilities for 
countries to gain from specialisation and trade, and there 
would be no point in trading 


pody 


good X 


Figure 14,5: Identical opportunity coss ro gains from trade 


Absolute advantage as a special case of comparative 
advantage 

As we have seen, according to the theory of comparative 
‘advantage, countries gain from specialisation and 

trade as long as they have different relative costs of 
production, This means thatthe theory of absolute 
advantage is simply a special ease of the theory of 
comparative advantage. Considering the case of Collenia 
and Robot, the fact that Coffenia has an absolute 
‘advantage in coffee and Robotia in robots does not affect 
the conclusions of the theory of comparative advantage, 


Revisiting the question ‘Should a country export or 
import good? 

Now that we have studies the theory of comparative 
advantage, we eas better understand the diagrams 
presented in Figure 14.1, which in fact are ilstrtions 
Of the pile of comparative advantage. In 

Figure 14 1b), the over domestic price compared 
tothe world price indicates that Tradenia has a 
ormara advantage im the production of bindes, 

it can produce these more eficiently (at a lower cost) 
than other countries, and can therefore sell them at a 
lower price. When it opens the economy to international 
rode accep the higher world price, Increases its 
domestic production of bíndls and exports some of 
these o other, less efficient countries. In Figure 18.16), 
Tradenin's higher domestic price indicates that it has 
comparative divadruntage: tis less eficient than other 
countries. When it opens itself to trade, it accep the 
lower world price, and th excess demand is satisfied by 
imports produced in otber counties mone eficienti 


The sources of comparative advantage 


‘The possibility of increased production and 
consumption through specialisation is made possible 
because countries can make use of differences in 
quantities and quality of factors of production, as well 
as levels of technology, which altogether are called 
"factor endowments". For example, a country with a 
temperate climate will find it more costly to produce 
crops such as coffee or cocoa, which are better suited 10 
Tropical climates Mountainous countries are less well 
suited to agriculture than countries with fertile plains 
Depending on their factor endowments, dierent countries 


are more eficient in the production of certain goods and 
Services than others. Greece is a mountainous country 


"Th follows from the point shat tc parallel ines have identical slepes, and ince the slop is the opportunity cost ofthe good measured 


‘nthe horona ania, t fall that apportunaty cants we identical 


y) 
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with a large coastline, countess beaches and rich historical 
sits Its therefore better suited to producing shipping 
services as well as tourism servic Switzerland, being a 
landlocked country, v not well suited to shipping, but has 
developed technologies that have made it well suited to the 
production of high-quality watches and clocks. 


Strengths and limitations of the theory 
of comparative advantage 


"The theory of comparative advantage forms the busis of 
trade policies in many countries. Its key conclusion, that 
free trade increases global production and consumption, 
leading to an improved global allocation of resources, 
forms the justification of the major policy trend since the 
carly 1990s around the world toward trade liberalisation, 
involving the freeing up of trade through the gradual 
removal of trade restrictions. However, in spite of its 
potentials the theory of comparative advantage is 

to several limitations 


y af comparative advantage depends on many. 

unrealistic mentia 

^ Factors of production are assumed to be fixed in 
‘other words they do not move from one country to 
other and do not change, Yet in the real wei 
fuctors of production, particularly labour and 
capital, can and often do move from county to 
country: moreover, there are likely to be changes 
quality such as when labour acquires more skills 
and education, This means that factor endowments 
change over time, and so comparative advantage 
algo changes. 

^ Technology is assumed to be fixed: this is highly 
unrealistic since new technologies are continuously 
being introduced. This ioo causes comparative 
advantage to change. 

^ There is perfect mobility of factors of production 
Within the country, meaning that factors of 
production can be instantly and costlessly moved 
from one line of production to another. This does 
not occur in practice, as there are costs when 
Production switches from one product to another 
hat may be so high as to change comparative 
advantage. 

^ There full employment of all resources (countries 
produce on their PCs); this hardly ever 
met, especially in developing countries, where. 
there is often very high unemployment and 
underemployment of Labour. When this occurs, 


comparative advantage is different from what it 
would have been with full employment. 

^ There is free trade, meaning that trade flows 
(imports and exports) are determined entirely by 
‘market forces in reality, there is strong government 
intervention in markets that influences quantities 
of imports and exports, 


‘There are homogeneous products; the product 
is identical in every respect, for example all 
computers are exactly the same, This is rarely i 
ever the case in the real world 

‘Transportation costs are ignored, In the real world, 
there are costs of transportation for imports and 
exports that change relative prices and may limit 
the benefits of specialisation, 
Speciulisation accusing to comparative advantage 

‘may not allow aecensary structural changes t occur. 

in an ecomomy As an economy grows and develops, 
major changes in its structure usually occur, with 

the ueccultural sector becoming less important, and. 
masufacturing and services becoming more important 
(sce Figure 3.12, Chapter 3), These changes are especially 
important for developing countries, indicating that 
comparative advantage changes overtime. For example, 
aam agricultural economy may have a comparative 
‘advantage in agricultural products, but as it becomes 
‘more industrialised, its comparative advantage may 
change in favour of manufactured products If countries 
specialise according to their comparative advantage, 
they would have to go on producing and exporting 
according to that same advantage, and this would not 
permit the necessary structural changes to take place in 
the economy. This is an important issue for developing 
countries that we wil come buck to later in this chapter 
and in Chapter 19. 

Trude om che basis of comparative advantage may lead to 
excessive specialisation If a country has a comparative 
‘advantage in only one or a few products, specialisation 
according to comparative advantage may lead to 

oo much specialisation, which may make countries 
‘vulnerable if they become too dependent on exports of 
these products, For example, if there is a fall in exports 
due to a global recession, or a fall in export prices due to 
declining demand, there will result falling revenues from 
exports falling incomes and economie decline. Further, 
primary products (including agricultural products) 

are subject to strong price fluctuations, which lead to 
unstable export revenus also with negative impacts on 
the economy (see Chapter 19). 


w) 
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4 


5 Explain the difference between ‘absolute 
advantage’ and ‘comparative advantage’ 


b Outline which of the two concepts is a 
more powerful explanation of the benefits 
from trade. 


a Draw a diagram showing Oceanland’s 
absolute advantage in shipping services 
and Flatland's absolute advantage in 
agricultural products 


b Using PPC diagrams, explain how 
Oceanland and Flatland can gain from 
specialisation and trada. 


Lakeland has an absolute advantage over 
Mountainland in the production of both 
fish and comers, but Lakeland has a 
comparative advantage in fish production. 


^ Draw a diagram showing the absolute. 
amd comparative advantages of the two 
countries. 


^ Explain how Lakeland and Meuntainlar 
can gain from specialisation and trade, 


^ Using the data in Table 14.1, calculate the 
opportunity cost of coffee and robots in 
Coffenia and Robotia. 


b Use your results of differing opportunity 
costs to explain why the theory of absolute 
advantage is a spacial case of the theory 
of comparative advantage. 


Answer these que 
following diagrams: 


^ In diagram (i identify which of the two 
countries has the absolute advantage in 
the production of which goods. 


b In diagram (i), can either country benefit 
from specialisation and trade? Why or 
why not? 


« In diagram (i), does any country have an 
absolute advantage in the production of 
either good? 

3 dn diagram (il can either country benefit 
from specialisation and trade? Why or why 
not? If they can benefit, what goed should 
‘each one specialise in? 

According to the theory of comparative 

advantage, outline under what circumstances 

itis not worthwhile for countries to specialise 
and trade, 

For each caso below, 


a calculote opportunity costs for County A 
and Country B, and determine the good. 
in which each country has a comparative. 
advantage (f any), 

b draw PPC diagrams indicating compar 
advantage, 


which good each country should 
‘export and import 


sibilities for Country A and 


Country B 
[e Tem r 2 
[god Y —].— 2 E 
TE 3 z 
TEA n E 
cores 7 3 
[good Y z z 
EI D 3 
jood Y 3 1 
[ges x 7 z 
good Y z D 


^^ Outline some of the unrealistic 
‘assumptions on which the theory af 
comparative advantage rests. 

b Explain some of the problems that countries 
may run int if they specialise and trade 
according to their comparative advantage. 


m) 
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14.3 Types of trade 
protection: restrictions 
on free trade 


Free trade versus trade protection 


The benefits of trade and particularly free trade were 
discussed at the beginning of this chapter. In conurast 
to free trade, trade protection involves govertuaent. 
intervention in international trade through the 
imposition of trade restrictions (barriers) to 

prevent the free entry of imports icto a country. 


‘This is done to protect the domestic economy, 
particularly domestic firms and their workers, 
from foreign competition 


Ac Figure H4. He) shows, under free trade a good 
3s imported when its domestic price is higher than 
the world price, indicating that a country has a 
comparative disadvantage (i. is relatively inefficient) 
în producing the good. We saw that when the country 
begins to trade, producers become worse off because 
they are forced to receive the lower world price and 
so produce a smaller quantity, resulting in reduced. 
producer revenues, This is the reason why producers 
and their workers often favour trade protection 
measures that will imis the quantity of imports and 
make them better of 


The topic of free irade versus trade protection is highly 
controversial wud has occupied economists for over 300 
years, In recent decades it has become one of the most 
importi international policy issues 


Tariffs 
‘Tarts, alio known as ‘customs duties are taxes on 
imported goods, and are the most common form of 
trade restriction. Tariffs may serve two purposes, 
One is to protect a domestic industry from foreign 
competition (a protective tariff), and the other is to 
ise revenue forthe government (a revenue tart) 
hatever the aris purpose, the effects on the 
economy are the same. 


The effects of a tariff ve illustrated in Figure 14.6, 
Part (a) shows that enger free trade, the country accepts 
the world price ^ which is lower than the domestic price 
Pu (HL students may note this means the country has a 
comparative disadvantage), At Py it produces quantity. 
Qj, demands quantity Qu, and imports Q, - Qj. Suppose 
a tarif is imposed on the imported good. Av à result, 

the price of the imported good risex Io Pt, causing the 
domestic price of the good to rise above the world price 
by the amount of the tarill, to P+ 


Effects of tariffs: winners and losers 


At the new price Py 1, domestic quantity supplied 
increases from Q) to Qx. domestic quantity demanded 
falls to Qs. and the quantity of imports falls to Qs- Q2. 
We will now examine who gains and who loses from. 
these changes. 


aa) 
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Figure 14,6: Effocts of a tarft 


Winners 


+ Domestic producers are better off Dome 
producers who receive the protection gai 
from the tariff, because they receive a high 
price, P, 1 and they sell a larger quantity, 
(eather than @,). 

* Domestic employment in the protected industry 
increases Since domestic producers sell a 
larger quantity, this has the effect of increasing 
employment in the protected industry. 

^ Dhe government gains tariff revenues, The amount 
of revenue the government receives from the trill 
is shown by the shaded area in Figure 14 6), 
determined by multiplying the amount of tariff 
(per unit of the good) times the quantity of 
imports. Since the Lari is paid by consumers 


(who pay the price P, 1) the government's tariff 
event represents income that is transferred from 
consumers to the government, 


Losess 


+ Domestic consumers are worse off. Consumers lose 
from the tariff, because they must pay a higher price, 
Pi ci and they can only buy a smaller quantity, Qs 
(eather than Qu). 

+ Domestic income distribution worsens There 
is a negative impact on income distribution, 
cause the anil is a type of regressive tax (sce 
Chapter 12), which burdens people on lower 
incomes proportionately more than people on 
higher incomes; income increases, the proportion 
of income paid as tax falls, 

+ Increased ineflicieney in production The increase 
in domestic output represents an increase in 
production by relatively ineficient domestic 
producen, resulting in a waste of scarce resources 
Ainefiieney), Remember, the reason why the 
domestic price before trade is higher than the 
World price is that domestic producers are not as 
fient as foreigners who produce and export the 
same good. 

^ Foreign producers are worse ff. The producers of the 
exporting countries are worse ol, because whereas 
they receive the world price, P, for their export, 
they export a smaller quantity, since the quantity of 
imports in the importing country is reduced. The 
exporting countries therefore lose export revenues 
shue to the fal in the quantity of export 

* A global misallocation of resource results The 
decrease ia consumption, and the shift of 
production away from more eficient foreign 
profacers and towards more ineficient domestic 
producers, indicate that there is an increase in 
‘the misallocation of resources both domestically 
and globally. 

Welfare effects: the effects of tariffs on consumer 

and producer surplus 

Figure L4 b) shows the effects of the tri on 

consumer and producer surplus Part (b) is identical o 

part (a), except that it abel the arcas in the triangles 

and rectangles Consumer surplus is the atea under the 
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demand curve and above the price paid by consumers 
(see Chapter 2). Before the imposition of the tariff it 
includes the areas a b-+ € + d + e+ f, representing the 
area under the densand curve and above the world price 
Py. Producer surplus before the tari is the area g below 
the price producers receive and above the supply curve. 
‘Therefore social (consumer plus producer) surplus is 
arbictdresleg, 

Aier the tariff is imposed, consumer surplus drops 
toa +b, indicating that consumers are worse off and 
producer surplus becomes c + g, having increased by 
the amount of c, indicating that producers ars better 
ofl, Also, the government gains the revenas equal to e 
‘Therefore social surplus after the tarit? s a+b+e+e+g, 


Draw a diagram showing the effects of a 


tariff on 


the domestic price of the protected 
good, 


quantity produced domestically, 


quantity consumed by domestic 


quantity of imports, and 
government revenue from tha tariff, 


Using your diagram from question 1, discuss 
the effects of a tariff on 


domestic consumers, 


"To find the effect of the tarif on social surplus, we can 
subtract surplus after the tariff from surplus before the 
tariff to find the difference: 
Gporetdtesfeg—Grbrerersy 


welfare (deadweight) loss appearing as 
the shaded areas in the diagram, 


In effect consumers lost area c which was gained by 
producers, e which was gained by the government, as 
Well as d due to inefficiency in production and f due 
to lower quantities Therefore, the net loss is d + f. It 
results from a misallocation of resources caused by 
increased production by ineficient producers (arca d) 
und decreased consumption of consumers (area f). 


domestic employment, 
foreign producers, 
the government, 


iency in production, and 
3 the global allocation of resources. 


in the United States, European meats, French 
chocolate and ham enjoy a 100% tari 

while shelled peanuts enjoy a 131.8% tariff 
Evaluate the effects of these tariffs, taking into 
account various stakeholders, the domestic 
‘economy, the economies of exporters, and 

the global econcmy, Make sure you consid 
the welfare offacts (effects on consumer 
surplus, producer surplus, and welfare loss). 


» Calculating the effects of 
tariffs from diagrams (HL only) 


The tiff diagram in Figure 14,7 is similar to 
Figures 146, only we are given numerical data for prices 
ad quantities of a good measured in millions of units 

We would like to calculate the following inforiaticn: 


‘Tariff per unit 


The tarif per unit is the world price + tariff minus the 
world price, or $9 — $7 = S2 per unit, 


Quantity of imports and import expenditures 
Imports before the tariff are 2.8 million ~ 1 million = 

1 million units Imports after the tariff are 2.2 milion 
= L5 million = 0.7 millon units Therefore imports fall 
by 8 million ~ 0.7 millon = 1.1 million units 

Import expenditures before the tariff were Py times 
the quantity of imports = $7 x 1.8 = $12.6 million but 
after the tarit! they fell to P times the new quantity 
of imports = $7 * 0.7 = 813 million. (Note here that 
import expenditures afles the tariff are calculated using 


“United States terrains Trade Carman reed toi Hipe/vembuinenscldercorvame 


USAR- Tarench tam choc 


cnc ha 00 tah 21 


biggest nif 010 


P 
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Pry not Py + t, because the (part of Py + ris the tarif 
per unit which is collected by the government.) 

There was therefore a fallin import expenditures of 
$12.6- $4.9 = $7.7 million, (More simply the fall in 
import expendiusres can be calculated as P times the 
fallin imports = $7 x 1.1 = $7.7 million.) 


Domestic consumers 


‘The price paid by consumers increases from $7 to 59, or 
by 2 per unit. The quantity purchased by consumers 
{alls from 2.8 million units to 22 million units, ur by 
0.6 million units Consumer expenditure betore the 
tariff is $7 * 2.8 million = $19.6 million, «ad after the 
tariff it is $9 x 2.2 million = $19.8 million. Therefore 
consumer expenditure increases. Mote however, that 
this need not happen, It is possible for consumer 
expenditure to fall, if the quantity effect on expenditure 
is larger than the price eio. Consumers are worre off 
regardless, because they nt pay a higher price for a. 
smaller quantity 


Domestic producers 


The price received by producers increases from $7 to 
$9, or by $2 per unit, The quantity produced also 
incrcwes from 1 million to 1,5 million units, or by 

0.5 wailion units Therefore, producer revenue increases 
from $7» 1 million units = 57 million before the ari 
lo89* L5 mi 13.5 million after he 


Government revenue 


Government revenue from the tariff increases from zero 
to an amount equal to the tanit per unit (82) times the 
quantity of imports afte- the ariff has been imposed 
(0: million unis) I is therefore $2 x 0.7 million = 
S14 million, The government budget therefore gains 


Consume: and producer surplus 


Consumer surplus before the tariis (16.5 ~ 7) x 


$12.2 million. After the tariff it falls to (16.5 - 9) x 


8:25 million. Therefore consumer surplus falls by 13.3 — 
525 = $5.05 million, 


Producer surplus before theta n= 3) $ = 
Sion, white afer the uait i inerent 09-34 


surplus increases 


Welfare lose 
Welfare oss can be calculated as the area of the two 


shaded triangles: [ 
] 


Foreign producers 


Exports of foreign producers to the country that 

imposes the tariff fall by an amount equal to the 

fall in the country’s imports, calculated above to 

be 1.1 million units. Export revenues of the foreign 

producers fall by an arsount equal to the fall in the 

quantity of exports (1 | million units) times the world 

price $7), which is 37.7 million (= $7 * 1.1 million), 

Note that this is the same as the fall in import 

expenditure: calculated above. Therefore foreign 

producers ue worse off, 

aj 

ws 
i 


world price plus tarft 
world price 


Da» domenie 
pen 


With no trade, the price of computers in 
Lakeland was $400 per computer. Under. 
free trade, the price of computers in 


Lakeland was $300 per unit; domestic 
computer production was 100000 units 
per year and imports stood at 250000 
units per year. Following the imposition. 
by the government of a $50 per unit 
tariff on computers, domestic production 
increased to 200000 units and imports 


uy 
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fell to 70000 units. | Using the concept. 
of comparative advantage and the 

prices cf computers in Lakeland under 

no trade and under free trade, explain 
why Lakeland is an importer of computers. 
Il Calculate. 


using the new price paid by consum: 


b calculate the new price received by 
domestic producers, 


© total domestic computer sales before 
the tariff, and 


d total domestic comput 
the tariff, 


2 Using your results in question 1, calculate. 
the following offsets of the imposition of the 
$50 por uni tariff on computers 


salos after 


^ changa in consumer expenditure, 
b change in import expenditure, 

© change in domestic producer revenue, 
change in the government’ 


change in foreign producers’ quan 
to Lakeland, 


3 change in consumor surplus, 
^ change in producer surplus, and 


welfare loss. (vou may find it useful 
to use a tariff diagram to do your 
calcuiations. The diagram does not have 
to be drawn to seal 


Import quotas 


An import quota (or more simply, quota) isa legal imit 
to the quantity of a good that can be imporied over à 
particular time period (typically a year), The effects of 


quotas are similar to the effects of tariffs, except that 
they usually do not create revenue for the government 


Figur 14.8() shows the elects of an import quota. 
Suppose initially the economy à importing under free 
trade; quantity Q is supplied by domestic producers, 
unity Q, i demanded, and the excess o quantity 
demanded over quantity supplied, Q4 - Q, represents 
imports. (HL students may note that as in Ihe case of 
"ors the country has a comparative disadvantage 
since P lies below the domestic price without trade.) 
The government then decide mpose a quota on 
imports, miting the quantity that can be legally 
imported to Q,- Q, This means that a new supply 
cure is created by the addition of the amount of the 
uot to domestie supp In other words, foreach 
Price, the quantity that is available to be purchased by 
Some consumers w equal to the quantity produced 
by domestic producers (shown by the domestic supply 
curve Sa plus the quantity of imports permitted by 
the quota In Figure 14.8, the new, afer-quota 
supply curve i shown by Say Sy begins at price s 
indicating that it is not possible To import the good ata 
price lower than Py (as no orig producers would sell 
Aa price lower than P). The new equilibrium 
domestic price is determined by the intersection of 

the domestic demand curve with Sy and i ^ 


When the government sets a quota, it issues a limited 
number of import licences determining the legal limit 

on the quantity of imports, The holders of these licences 
are the only individuals with the legal right to import. 
‘These licence holders vuta quota revenues (also known. 
as quotas rents’) because whereas they buy the good 

at the world price ^ they ell it to consumers at the 
higher domestic price Py. Usually, the government gives 
the licences Lo governments of exporting countries 

Which then distribute them to their own producers 

for exporters, who buy at the price Py and sell at Py 

Asc result, the exporters (or producers) of exporting 
countries receive the quota revenues! Because of this, 
foreign governments/producers prefer having quotas 
rather than tariffs imposed upon their exports 


Effects ofa quota: winners and losers 
With the exception of who gets the quota revenue, and 
welfare loss, the effects of an import quota are the same 
as in the case of a tart 


St ia also posible forthe government al the licences to domestic importera, an which case It gains the quta revenue aller 


the goverment could datrbute ta lances fa domestic porters witout charging a p 
ry However, nether of there o optione are commonly practised 


because thoy buy the imports price P, andl them m 


the motes garı the cola revenues, 


uaa) 
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At the new supply curve, S, domestic production 
increases to Qs, domestic quantity demanded fall to 
Qs, and the quantity of imports falls to Q3- Os, 


Winners 


* Domestic producers are better off As in the case 
of a tariff, domestic producers who receive the 
protection pain from the quota, as they receive 
Ligher price, P and they sella larger quantity, C 
(eather than Qj. 

^ Domestic employment increases, As in the suse of 
a tari, domestic employment in the protected 
industry increases since producers increase the 
quantity of output they produce 


Neutral impact 


‘+The government neither gains nor loses. Since the 
government usually gives the import licences to 
oreign governments, the government budget is 
not affected. 


Losers 


+ Domestic consumers are worse off, As in the case 
of a tarif consumers os from the quota, because 
they must pay a higher price, Py, and they can only 
uy a smaller quantity, Q (rather than Q). 

+ Domestic income distribution worsens, Quotas do 
not involve a tax in te same way that tarifs do; 
however, they do esi an a higher price, and the 
dilference P, Pu, ur the increase in price, has the 
Same eleet às the tariff in that iis regressive. In 
other words, the amount Py~ Pw represents a higher 
fraction of income when income is low Therefore 
unti have the eflect of worsening the distribution 
SE icome. 

+ Increased inefhcieney in production. As in the eas of 
arii there results an Increase in production by 
relatively ineficient domestic producers 

* The exporting countries muy be worse off or better 
ML As in the case of a tarif, the producens of the 
exporting countries export a smaller quantity, 
resulting in a los of export revenues: However, since 
the exporting countries receive the import licences 
they pain the quota revenues Therefore, whether 
they will be worse ei or better off depends on 
Which is larger: the lons of export revenues or the 
sin of quoa revenue 

+ A global misallocation af resources rests 
The decrease in consumption, and the shift of 

vay from more licen foreign 

and towards more inefficient domestic 

producers indicates that there is an increase in the 

misallocation of resources globally, affecting both 
consumers and producers 


Welfare effects: the effects of quotas on consumer 
and producer surplus 


The effects of quotas on consumer and producer 
surplus are shown in Figure 14,8(b). which is the 
same as part (a) apart from the labelling of the areas. 
The welfare effects of quotas differ from those of 
tariffs because of quota reals which are lost to the 
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domestic economy (whereas tariff revenues come. r 
back to society due to government spending on merit 

goods) Before the quota, consumer surplus is the area 
aybyeed-teef, and producer surplus by area g. 

Aller the quota, consumers have surplus equal to 

area a +b, and producers have surplus equal to g + c 
Arcas d and £ have been lost as welfare loss, due to 
inefficiencies in production (area d) and reduced 
consumption (area), Area e represents quota revenue 
that is transferred abroad to exporting countries 
‘Therefore, the total surplus lost due to the quota ix 
dee f Therefore, quotas result in greater welfare 
losses for the domestic economy than tari, 


oe à a 
A note on tariff nd quota diagrams and their È 
interpretation moons with quota 

Cen Rej 
While itis relatively straightforward to understand pon outa 
tariffs and their diagrami. quotas can sometimes be € e 
alte confusing. However, they also become very Figure 14: Converting a tarif diagram nto a quota di 


straightforward and staple to understand If one takes 
the following ide» wto consideration. 


Turit and guotas ane ovo diterne vaso actieve BEAR 


the same rett, which is lower quantity of imports and. 
«t higher domestic price, Tails work by increasing the W Draw # llagram showing the affects of 
price of imports, and then allowing demand and supply ion 
To wimveat the new, lower, quantity of imports, Quotas ^ the domestic price of the protected good, 
work by restricting the quantity of imports, and then 

allowing demand and supply to arrive at the new, hi 
price of imports This is why the effects of turf and € quantity consumed by domestic 
quotas are the same (with the exception of quota rents consumers, 

tnd hence welfare loss), 


b quantity produced domestically, 


quantity af imports, and 
This is also why the two diagranis ore very similar. The ka P 
following spe traction v hv jou hov to eomert * quota revenue, 
"rta diagram iio quoa gram, Draw a tai dag Re dign kein question d 
diagram as in Figure 14 8), which is reproduced by the ang the goverment hes iets 
Kreen lines in Figure 14.9, conces to foreign fems, analyse the effects 


1 Delete the portion of the P, + curve that lies to the ofa quota on 
right of tie Da curve (the portion that is crossed out Ha 
With red nes) d 

2 At the point where Dy intersects P, draw a line b domestic producers, 


oralle to the Sy curve up to Py and labelit Sy 
is appears as a blue line in Figure 14.9. 


£ domestic employment, 


: foreign producers (Hint: take into account 
Joss of export revenues and gain of quota 
revenue), 


‘You now have all the lines of the quota diagram at are 
needed. It is only necessary now to do some re-labeling, 
3| Crow out Py rand re-abel the price Py 
4 Write in quota’ between the two supply curves as © the government, 

in Figure 143 f efficiency in production, and 


You nov have a quota diagram that is identical to the PE S allocation af escurcos 
quota diagram in Figure 45 3 


 — MÀ — — ám à —————. 
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3s Whatis the main difference between the 
effects ofa tariff and a quota? 


b Explain why foreign producers are likely 
ie prefer quotas to tariffs 


© Explain why tariffs are preferable from the | 
point of view of the country that imposes 
trade protection measures. 


4 The European Union imposes quotas on 
beef, according to which it distributes 
licences to certain exporting counties for 
specific beef quantities.” Evaluate the effects 
of such quotas taking ito account various 
stakeholders, the domastic economy, the 
‘economies of experiers, and the global 


‘economy. Make sure you consider the 
surplus, 


wollare effects (eects on consume 
producer surplus, and welfare loss) 


Calculating the effects of 
quotas from diagrams (HL only) 
The quota diagram in Figure 14,10 is similar to 

Figure 14.8, only we are given numerical data for prices 


and quantities of a good measured in millions of units 
We would like to calculate the following iniormation: 


Import quota 
The import quota can be read of as 16 milion 

11 million = $ million urit. e this is the permisible 
number of units that can cuter the country per ume 
period (such as a yeu 


"The price after the quota is imposed 


"The price paid by consumers and received by domestic 
producers increases from €10 to £14, 


Quantity ofimports and import expenditures 
Imports fall from = 15 million units (= 20 ~ 5) befor 
the quota to $ million units (= 16 ~ 11) after the quota 
(this is the number of units permitted by the quota), 
Therefore, imports fall by 10 million uni. 


Import expenditures before the quota were Py imes the 
quantity of imports = 10 x 15 = $150 million and aller 


the quota they were P times the new lower quantity of 
imports = 10 x 5 = S5) million. 
Therefore import expenditure fell by $100 million 
(© 150 — 50), More simply the fall in import expenditures 
can be calculated as Py times the fall in imports 

10» 10 = $100 millon.) 


Domestic consumers 


"The price paid by consumers increases from to €10 to £14, 
Or by €4 per unit. The quantity purchased by consumers 
Halls from 20 million units to 16 million units, or by 

4 million units Consumer expenditure before the quota 
ix €10 x 20 million = €200 million, and after the quota it 
is €14 x 16 million = €224 milion. Therefore, consumer 
expenditure inerensex Note however, that as in the case 
of tarifs, ris nee nor happen, Consumers are worse off 
because they mst pay a higher price for a smaller quantity 


Domestic producers 
“Th pries received by producen also increases from €10 
10 €14, or by €4 per unit. The quantity produced increases 
fiom $ milion to 11 millon units. or by 6 million units. 
Therefore, producer revenue inerenses from €10 x 5 million 
units = €30 million before the quota to £14 » 11 million 
units = €154 milion after the quota, ar by €104 million 
(E €154 million ~ €50 milion), Producers are better oft 
"The government 

The government bupet is not affected. 


Consumer and producer surplus 
Consumer surplis before the quota was (30 ~ 10) x 
200 million, while after the quota it dropped to 

(20 — 14) 1 = $128 millon, Therefore consumer 


surplus lel by $200 ~ $128 = 572 million. 

Prue surplus before the quota vas (107) x $ 
7.5 lion, After the quota it increased to (14-7) x 

31.5 milion, Therefore producers pained surplus 

of S385 - 515-30 milion. 


Welfare loss 


Welfare loss in the ease of quotas differs from the case 
of tarifs because of the quota rents that are transferred 
abroad to the exporting countries Therefore welfare loss 
is equal to the areas d + e +f in Figure 14.8(b). Area 


^ biles ahd oig iuk/markatintaliganeenevs/eu best quote usage 
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million+ area e= (14-10) 


(14-10) (20-16) 


SS million making « total welfare loss of $40 million. 


a= üictiean-s 


(16 ~ 11) = S20 million area 


‘Areas d4 e forma trapezium which can be more easily 

calculated by :nultiplying the average of the two parallel 
5415) 

sides by the height, This gives C505 u 4 = 40 million. 

(Calculation of the area of a trapezium was explained in 

Chapter 2) 


Foreign producers 
Exports of foreign producers to the country imposing the 
quota fall by an amount equal to the fall in the country's 
imports clculatd above to be 10 lion units Export 
revenues of the foreign producers fall by an amount 
qual to the fallin the quati of export (10 million 
sois) times the world noce €10), which is €100 million 


(© €10 x 10 milion), However, since the foreign producers 
receive the quota revenue (by receiving the quota licences), 
they pain €20 Non (equal o the increase n price per 


unit due tc the quota, or €4, times the number of units 
allowed by the quota, or 5 million). Therefore their losses 
are €80 million (= €100 million ~ €20 million (i 
possible fr the gain from quota revenue to be greater 
va the loss of export revenues, so that foreign producers 
could be better olf with the quota than without it.) 


"Y 
E) 


price er 
‘te 
er rie 
1 Dis domestic 
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oy w w m 8 
tron 


Figure 14.10: Calculating the effects of an port quota 


Under free trade, the price of mobile 
phones in Lineland is £100 per unit; 
domestic sales are 700000 units per year, 

ff which 500000 units are imported. 
Following the imposition of an import quota 
‘of 200000 units per year, domestic sales 

fall to 500000 units per year, and the price. 
Increases to €120 per unit. Find the quantity 
of mobile phones produced domestically 


before the quota, and. 
after the quota, 


© What is the quantity of imports after the 
quota 


d Draw a quota diagram plotting these 
figures. 


Using your results in question 5, 


calculate the 


^ change in consumer expenditure, 


change in import expenditure, 
© change in producer revenue, 


d quota revenue, 


© change in foreign producers! quantity of 
mobile phena exports to Lineland, 


{change in foreign produce 
revenues from mobile phone 
to Lneland, 


= change in consumer surplus, 
h change in producer surplus, and 


| welfare los. [fou may find it useful 
o use a quota diagram to do your 
calculations) 


Assuming that quota revenues a 
by foreign producers, expla 


gained 


a the effect on the government's budget, 
and 


bo the total gains/losses of foreign 
producers, taking into account both 
export revenues and quota revenues. 
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US Sugar Quotas 
Introduction. [| 


As we will ee later in this chapter, when trade is 
restricted there may be further negative effects 
that extend beyond the protected industry into the 
enin: economy. One of these is increased costs 

«cf production that arise when a protected good is 
used as an input in production, where hichor prices 
due to tariffs lead to cost-push inflation, associated 
job losses and loss of export competitiveness. In 
addition, protection by one country may lead to 
retaliation by other countries. 


US sugar quotas Figure 14.11: Jeaperez, Louisiana, USA Sugarcane 
The sugar industry in the United States has been. production f 
receiving protection ince 1789. One of he features 

of protection simpurt quotas, which restrict the quantity of importe. The imports come from 40 countries, each of 
which is issued a ota lcence specifying how much sugar they enn export fo the United States 


Tho result of the quantity restrictions is to raise the domestic price of sugar to about double the world 
price. This works to increase domestic sugar production, while more efficient sugar farmers in developing 
countries are deprived of export markets and expert revenues. Of total US sugar consumption, 80% is 
produced domestically and 20% is imported. 


The import quotas are supported by US suger farmers, though they run against the interests of US consumers 
who must pay the higher price, as well as confectionery and soda makers who use sugar as an Input. 


The programme has negative overall employment effects, While jobs are created in the sugar-producing 
industry, many more are lost in the industries that rely on sugar. According to the American Enterpr 
Institute, about 10000-20000 jabs are lest each year, A number of candy factories have 

Mexico over the years as thay found they were not profitable in the United States 


There ate also environmental costs involved. Over half of sugar comes from sugar beets, grown on very 
fertile irrigated land that could have been used for other crops. The reat of the sugar comes from sugar 
cano that uses large amounts of nitrogen and other fertilisers, with serious efects on the water quality and 
natural ecology af the regions where they are grown. 


Sources: Janny Grimberg, The Cost of Protecting the United States Sugar Industry Hps./beingibertaran. 
con; Vincent H. Smith, "The U.S. Spends $4 bilon a year subsidizing "Stalinist-style” domestic sugar production’ 
Market Watch, 26 June, 2018, https //wwwmarketwatch com/story/the-us-spendi-4-bilion-a-yaarsubsidizing: 
stalinist-styla-domestic-augar-production-2018-04-25 

Applying your skills 

14 Using a quota diagram, explain why US sugar producers support the import quota. 


2 Using an AD-AS diagram, explain why the quotas have negative overall effects on employment, 


3 Explain what kind af unemployment has been created by the relocation of sorne confectionery factories 
to Mexico, 


E o T C GR RN 
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4 Use an appropriate externality diagram to explain the environmental costs of sugar production, 


Using a diagram, evaluate the effects of the sugar import quotas on various stakeholders, the US 


'eccnomy and sugar 


sxporting countries, 


6 Evaluate the use of sugar import quotas in the Urited States. 


Production subsidies 


‘Subsidies were introduced in Chapter 4, where we saw 
that a subsidy is à payment by the goverment o a firm 
for cach unit of output produced, Inthe context of 
trade protection there are two kinds of subsidies, One 
is intended to protect domestic firms that compete with 
imports, called a ‘production subsidy’, that we consider 
in this section; the other s 1 subsidy intended to protect 
domestic firms that export, called an “export subsidy’ 
\which we will conser in the next section. 


T the context of irade protection, production subsidies 
are payments per unit of output granted by the 
government to domestic firms that compete with imports. 
Tn Figure 14.12 (a), under fre trade, the country woukl 
produce quantity Q; of the good, quantity demanded 
would be Qs, and excess demand of Q3- Qi would be 
satisfied by imports. Now suppose the government grants 
a subsidy to domestic firms per unit of output produced. 
We know from Chapter 4 that the subsidy causes the 
domestic supply curve to shift downward by the amount 
of the per unit subsidy, to S. The good continues to 

sell domestically at the world prie Py, though the price 
received by producers is now Pw 


Effects of production subsidies: winners and losers 


“The domestie fre supply the larger quantiy Qs, 
determined by the intersection ofthe arab 
Supply curve Si, vith the world pie line. As a eu 
quan o imparis al from Qs- Q; Os” Oy 


Winners 


+ Domestic producers are better of. As a result of 
the subsidy, domestic producers in the protecied 
industry receive the price Pw és (= Pw los the 
subsidy per unit), and domestic prodcüon expands. 
from Q to Qs; therefore producers benefit. 

* Domestic employment increases. The increase in 
domestic production from 0), to Q, causes domestic 
employment in the protected industry to increase 


Neutral impact 


* Consumers are not affected. Consumption of the 
good both before and after the subsidy is at Qs 
units of output, and the price stays the same, at Py 
(Following the imposition of the subsidy, consumers 
‘buy mote of the domestic good whose production. 
has increased, and ess of the imported good.) 


Losers 


^ Tbe government budget, The government budgets 
negatively affected asthe government must spend 
ax revenues on the subsidy The amount spent on 
the subsidy is Pr P, (the subsidy per unit) 
times Qs, or the quantity produced domestically. 

^ Taxpayers are worse off Taxpayers lore as a portion 
‘of tax revenues is spent on production subsidies 


‘that have the effet of increasing production of 
ineficient producers The amount lost is what is 
spent on the subsidy out of the government budget 


(Gee above). These funds could have been spent 
ehewhere with bench for taxpayers (such as 
spending on meri goods) 

^ Increased in liciency in production. As in the case 
of tariis sind quotas production of domestic. 
Inefficient producers increases, while the production. 
of move eficient foreign producers falls 

^ Cc exporting counties are worse off. Foreign 
producers exporting the good are worse off because 
they can export less of the good, and export 
revenues of these countries all 

+ A global misallocation of resources results The shift 
‘of production from eficient to inellicient producers 
involves an increase in the global misallocation of 
resources, negatively affecting economies 

should be noted that the subsidies discussed here are 

granted on goods that are produced for the domestic 

market, as the entire qvanity produced is sold 
domestically. The objective of such subsidies, as we have 
seen, is tø raise the domestic price to producers and 
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increase their quantity supplied, thus decreasing the 
quantity of imports, thereare providing protection to 
producers (and their workers). 


Mis possible, however, if the subsidy is very large, for 
producers to increase their production by so much that 
quantity supplied becomes greater than all of domestic 
quantity demanded, In this case, the excess of quantity 
supplied over quantity demanded would be exported. 

A lier cost country becomes an exporter, with a sven 
realer domestic and global misallocation of resources, 


Welfare effects: the effects of production subsidies 
on consumer and producer surplus 


Figure 14.12(a) also shows the effects of production. 
subsidies on consumer and producer surplus. Consumer. 
surplus is not affected, since both price paid and quantity 
bought by consumers have not changed. Producers, on. 
the other hand, pain sur piven by the area a due 

to the higher price they vsceive and the larger quantity 
they sell, However the government loses the area 

(Pwt s= Pw) X Q =a + b, due to government spending. 
to provide the subsidy, Therefore by subtracting what 

is lost due to government spending from what is gained 
by producers, we find a net loss to society of the shaded. 
aren b. 


rom an efliciency point of view the effects of 
roduction subsidies may not be as harmful as those 
of tarifs and quotas, because while they encourage 
production (like tarifs and quotas) they 
ido not have negative effects on consumption which 
remains the same before and afer the subsidy. This 
can be seen from the loss of only producer surplus in 
Figure 14.120. 


a Effects on Imports and wel 
ro 


[ES a a 


b Calculatingthz effects of a production subsidy 


p 


75 s 00 300 300 00 
o 


houands 
ii of a production subsidy 


UR UNDE 


1. Draw a diagram showing the effocts of a 
produetion subsidy on 


^ the domestic price of the subsidised good, 
b quantity produced domestically, 


© quantity consumed by domestic 
consumers, and 


d quantity of imports. 


2 Using your diagram from question 1 
the effects of à production subsidy on. 


domestic consumers, 
domestic producers, 

c domestic employment, 
foreign producers, 

the government, 

| efficiency in production, and 

9 the global allocation of resources. 


3 The US government spends mare 
than $20 billion a year on subsidies for 
agricultural products, many of which are 
exported in addition to being sold in the 
domestic market. Evaluate the effects of 
such producion subsidies, taking into. 
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account various stakeholders, the domestic 
economy, the economies of exporters and. 
the alobal economy. 


Economists generally prefer production 
subsidies to tariffs and quotas. Using a 
subsidy diagram explain their reasoning. 


Calculating the effects of 
production subsidies from 
diagrams (HL only) 


The subsidy diagram in Figure 14,12(b) is similar to 
Figure 14.120), only we sts given numerical data for 
prices and quantities ef good measured in millions of 
‘units We want to colcuate the following information: 


Subsidy pe 


The subsidy per unit the vertical difference between the 
Ivo supply d per unit 


Ow 


Imports before the subsidy are 425 thousand units 
(= 500 ~ 75). Imports after the subsidy are 325 

thousand units (= 500 = 175), Therefore inpports fall by 
100 thousand units (= 425 ~ 325). Import expenditures 
fall by the decrease in imports (100 thousand units) 
times the world price (£5) = £500 thousand, 


it 


tty of imports and import expenditures 


Domestic consumers 


Consumers are not affected. They pay the same price, 
15, and they buy the same quantity, 500 thousand units 
before and after the subsidy. 


Domestic producers 


The price received by producers increases from £5 to 
£9, or by £4 per unit, which is the subsidy per unit. 
“Ths quantity produced also increases from 75 to 175 
thousand units, or by 100 thousand units Therefore 
producer revenue increases from £5 X 75 = £37, 
thousand before the subsidy to £9 x 175 = £1575 
thousand after the subsidy, or by £1200 million 

1875 = £375). Producers ate bete 


of 


Government expenditure and taxpayers 


Government expenditure on the subsidy increases from 
aero to an amount equal to the subsidy per unit (£4) times 


the quantity produced domestically after the subsidy has 
‘been granted (175 thousand units). It is therefore £4 x 
175= £700 thousand, The government budget therefore 
loses Taxpayers are worse off by the equivalent amount, 
as their tax funds are spent on subsiding inefficient 
producers with no benefits to themselves. 


Consumer and producer surplus 


Consumers buy the same quantity at the same price 
before and after the production, consumer surplus 


3500 thousand. 
Producer surplus initially before the production subsidy 
TŠ = 6112.5 thousand, Afer the subsidy it 


remains unchanged at (19 ~ 5) « 509 


was (5 = 2) 


i0 = 2) x HË = 4612.5 thousand. Therefore producer 


surplus increases by 612.5 ~ 112.5 = £500 thousand, 
Welfare loss 


Wella los is the triangle given by. 
= £200 thousand, 


(9-5) x(175~ 75) 


Foreign producers 


Exports of foreign producers to the country granting 
‘the subsidy fall by an amount equal to the fall in the 
country's imports (which is also equal to the increase 

in domestic production) calculated above to be 100 
‘thousand! units. Export revenues of the foreign producers 
{all by an amount equal to the fall in the quantity of 
imports (100 thousand units) times the world price (£S), 
which is £500 thousand, (Note that this is equal to the 
fallin import expcacitures noted above.) Therefore 
foreign producers ts worse off 


With no trade, the price of televisions 
in Radioland was £300 per television. 
Under free trade, the price of televisions. 
in Radioland was £200 per unit; domestic 
television production was 300000 units 
and domestic television sales were 900000. 
units. Following the imposition of a £50 
per unit subsidy on televisions, domestic 
production increased to 550000 units 


| Using the concept of comparative 
advantage and the prices of televisions 
Under no vade and under free trade, 
explcin vhy Radicland is an importer of 
televisions 


«se 
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ONTIA 


JD State/calculate the 
a postaubsidy price paid by 


b post-subsidy price received by 
ores producers, | 


© pre-subsidy quantity of imports, 
post-subsidy quantity of impor, 


and 
© post-subsidy television sales, 
2 Using your results in question 1, state/ 


calculate the 


a change in consumer expenditures, 
change in impor: expenditure 


D 
‘© changa in producer revenue, 
a 
H 


change in the governments budget, 
change in foreign producers’ quantity 
«television exports to Radioland, 

{change in foreign producers export 
revenues from television exports to 
Radioland, 

9 change in consumer surplus, 

^ change in produc 

1 welfare loss. You may fnd it useful 
to use a subsidy diagram to do your 
calculation. This docs not have to be 
drawn to scale) 


surplus, and 


Export subsidies 


Export subsidies are similar to production subsidies in 
that they involve a payment by the government per unit 
of the subsidised good, except that now the subsidy ie 
paid for each unt of the good that i exported, Export 
subsidies are illustrated in Figure 14.13, showing an 
exporting country that succeeds in increasing is volume 
of exports by granting an export subsidy 


Wesce that before trade the word price is higher than 
the domestic price (pen by the intersection of domestic 
demand Da and domestic supply) so we know that 
mce the country opens itself up o trade, t becomes an 
exporerof the good. At the world price P, domenie 


a Effects on exports and welfare 


ao @ @ d 


b Calculating the effects of an export subsidy 


wg 
thousand units 


Figure 34.13: Effects of an export subsidy 


quantity demanded is Q), domestic quantity supplied is 
Qs and Q= Oy cscn the quantity of export 


‘The government now decides to grant an export subsidy 
per unit of the good exported in order to increase the 
quantity of ports The supply curve shifts downward 
by the amount of the subsidy per unit to S, At the 
intersection of S, with the world price line Py, we draw 
‘vertical ine upward o find the new higher domestic 
price, ^y. which is equal to the world price ^ plus 
"he subsidy per unit. At the higher price P, producers 
increase the quantity they supply to Qa, while consumers 
decrease the quantity they demand to Q. The quantity 
Qa- Qs now represents exports The price paid by 
foreigners remains at the world price, ^ In ther words, 
the higher domesti price Py apples only to domestic 
producers an consumers 

(You may notice that with an export subsidy, consumers 
Pay the higher price of Fy, in contrast to production 
subsidies where te price paid by consumer remains 
unchanged at^. This is because the export subsidy has 
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the effect of reducing the quentity of he good available 
in the domestic market froin Q to Qs, thus resulting 

in an increase in price (an upward movement along the 
demand curve). Ry contrast, with a production subsidy 
granted in a country that is importing the good, the 
increase in the quantity of imports satisfies the full 
amount of domestic quantity demanded at the world 
price ^, therefore there is nothing to push the price up) 


Effects of export subsidies: winners and losers 


We now examine who gains and who loses fron th 
export subsidy 


Winners 


^ Producers are better off Producers receive a higher 
price, Py. and sella larger quantity, Qu rather 
than Qx, since the volume of exports increases from 
0: - 010 Qi Os 

* Domestic employment increases. The increase in 
domestic production causes domestic employment 
lo increase 


* Consumers are worse off Consumers must puya 
Mither price for the good, Ps, and they consum: a 
Smaller quantity, Q rather than Qy 

+ Negative effect on the government budget, The 
government must pay for the subsidy an amount 
Which is equal to the subsidy per unit times the 
quantity of exports 

Taxpayers are worse ff Taxpayers must pay 

reel for the subsidy ax the subsidy s fin 

out of tax revenues; moreover they lose by not 
having the subsidy funds available for alternative 
uses (such as merit good 

^ Domestic income distribution worsens The reason 
for the worsening of income distribution is the same 
asin the sc of quotas, While there is no regressive 
tax (asin he case of tail), consumers do have to 
pay a higher price due to the export subsidy, and 
the increase in price, represented by P — Ps. 

essive because it is a higher fraction of lover 
incomes than of higher incomes, 

^0 duercsedincflcency in production. As in tiie case 
ofall wade protection considered (ar, quotas 
production subsidies) ineficient domestic producers 
are protected by the higher prc 

^ The exporting countries are worse off Foreign 
producers are worse of as ty lose a share of their 
slobal market through the increase in subsidised 
exports and their eur revenues fall 


need 


^ There is an Increase in the global misallocation of 
resources: Consumers and producers around the 
‘worl! are negatively affected since the inefficiency 
‘af resource allocation around the world increases, 
In fue, the negative effects of export subsidies can 
be very serious, Real world focus 142 provides more 
detail about these effects. 


Welfare effects: the effects of export subsidies on 
consumer and producer surplus 


Figure 14,13(a) shows the welfare effects of the export 
subsidy, Consumers lose areas a + b due to the high 
price they must pay and the lower quantity they bus: 
Producers ain areas a & b cas they are now receiving 
ax higher price and producing a larger quantity The. 
government loses areas b v c & d, which is the amount 
they must pay for the subsidy, qual to the subsidy per 
unit times the quantity of exports, Q, ~ Qy. Therefore 
the net loss to society is equal to the gain of producers 
minus the loses of consumers plus the government = (a + 
bea = ta + b) = (b + e + d) = = (b+ d). Welfarelos to 
society consists of the two shaded triangles, b and d. 


Note that the welfare loss from export subsidies are 
treater than those of production subsidies, because with 
export subsidies not only producers but lio consumers 
are wonse off 


yam showing the effects of an 
the domestic price of the subsidised 
good, 

quantity produced domestically, 


quantity consumed by domestic 
consumers, and 


quantity of exports. 


Using your diagram from question 1, discuss 
the effects of an export subsidy on 


domestic consumers, 
domestic producers, 
domestic employment, 


foreign roducers, 


aso) 
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the government, 
efficiency in production, and 


the global allocation of resources, 


India provides export subsidies for a number 


‘of products including pharmaceuticals, 
chemicals, information technology products, 
textiles and apparel. According to the 

WTO only countries with GNI per capita 
less than $1000 can use export subsidies, 
and India does not qualify Evaluate the 
‘effects of such export subsidies, taking into 
account various stakehcldars, the domestic. 
‘economy, the economies of exporters and 
the global economy, 


Calculating the effects 
of export subsidies from 
diagrams (HL only) 


The subsidy diagram in Figure 1413(6) is 
Figure 14.1 3(a), only we are given numerical dat 

ces and quantities f a good measured in mii 
Unita We want to calculate the following inforraation 


lar to 


Subsidy per unit 


erence between the 
A per unit 


The subsidy per unit is the vertical a 
two supply curves, or £16 - £1: 


Quantity of exports 
Exports before the subsiy are 125 thousand units 

25 — 200) Exports afler the subsidy are 350 thousand 
units (= 450 ~ 100, Therefore, exports increase by 225 
thousand units (= 350 = 125), Export revenues increase 
by the increase in exports (225 thousand units) times the 
world price (£12) = £2700 thousand. 


Domestic consumers 


Consumers pay a higher price, £16 rather than £12 and 
they buy a smaller quantity, 100 thousand rother than 
200 thousand units. Consumer expenditure before the 


subsidy was 12 » 200 = £2400 thousand whereas afler the 
subsidy itis 16 x 100 = £1600. (As noted above whether 

consumer expenditure increases or decreases depends on 
whether the price or the quantity decrease is larger.) 


Domestic producers 


‘The price received by producers increases from £12 to 
£16, or by £4 per unit, which is the subsidy per unit, 
‘The quantity produced also increases from 325 to 450 
‘thousand units, or by 125 thousand units Therefore 
producer revenue increases from £12 x 325 = £3900 
thousand before the subsidy to £16 x 450 = £7200 
thousand after the subsidy, or by £3300 thousand 

(© £7200 ~ £3900), Producers are better of 


Government expenditure and taxpayers 


Government expenditure on the subsidy increases from 
‘tero to an amount equal to the subsidy per unit (14). 
times the quantity of exports (350 thousand units). It is 
therefore 4 x 350 = £1400 thousand, The government 
ole! therefore loses. Taxpayers are worse off by 

‘the equivalent amount, as their tax funds are spent 

‘on subsiding ineficient producers with no benelits to. 
themselves 


Consumer and producer surplus 
Consumer surplus falls from (20 - 12) 


w 
1020-16) x 10" 


subsidy 


200 thousand due to the export 


Producer usps ity báo the apart 
(12-2) H5 = 01625 thousand, After the export 


` ] 
subsidy itis (16 ~ 2) 3992 £3150 thousand. Therefore, 


producer surplus increases by 3150 ~ 1625 = £1525 
thousand. 


Welfare loss 
Welfare loss is given by the two shaded triangles given by 
[iusto tomy [as-tu as) 


i450 thousand, 


"hos ui hehindubwtineaine coreconamylus halenges-ndisesporubaidy program twtoarie22ATAR ace, tp wn 
thehndubuinenine core iodesport subnet oudgolar cs VI ec 
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was $2 per kilogram (kg). Under free 
trade, the price of fish was $3 per kg, 
 Ocean'and's fish production was 700000 

ko and fish consumption was 400000 kg. 
After the government granted an export 
subsidy of $1 per kg, Oceanlands fish 
production increased to 900000 kg while fish 
consumption fell to 250000 kg, 


| sing the concept of comparative 
advantage and the prices af ish under no 
trade and under free trado, explain why 
‘Oceanland is an exporter of fish. 


 Caleulate 


^ the pest subsidy price paid by 
domestic consumers, 


© pre-subsidy quantity of exports, and 
d post-subsidy quantity of exports. 


Using the information and your results in 
question 1, state/calculate the. 


a change in consumer expenditures, 
b change in producer revenue, 


change in export revenue, 


change in the governments budge 


* change in consumer surplus, 


change in producer surplus, and 


g Welfare loss, (You may find it useful to use 
» subsidy diagram to do your calculations. 


This does not have to be drawn to scale.) 


b post-subsidy price 
"domestic producers, 


seived by 


Export subsidies: A WTO success story 
Note: Tho World Trade Organization (WTO) is 

an international organisation resporsibe for 
‘overseeing the international trade system. We will 
‘examine the WTO in Chapter 15. 


Export subsidies imposed hy developed countries 
on their agricultural products have been popular 
both in developed but alsa in developing countries. 
For developed counties, the reason is obvious 
farmers clearly benafit as they receive a higher 
price forthe product, and production increases as 
the quaniiy of exports goes up. To understand the 
reasoning from the paint of view of developing 
countries, we must go a little beyond our madel of Figure 14.14: Geneva, Switzerland World Trade 
expert subsidies of Figure 14.13. Organization WTO) headquarters 


in our analysis of trade protection, we have made 

the simplifying assumption that the importing or exporting country is so small that it cannot make an impact. 
fon the world price, However, in the real warld we often deal with countries such as the United States, or 
groups of countries such as the Eurcpean Union, which are very large. Their share of trade is sometimes 

so large that they do have an impact on the world price. in the case of US and EU sxports, the quantities 
‘exported are sometimes so large that they often have the effect of lowering the world price. Therefore, 
‘export subsidies imposed by large countries, by increasing exports, have the effect of further lowering the 
world price, and hence the price of imports in developing countries. 


we ee, ——!—[—UX—A n]. 
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These lower import prices have very different effects on consumers and producers in developing countries. 
Consumers are better off, because they can buy food mare cheaply, But producers are hurt because they 
are forced to compete with lower priced imports. This lowers their incentive to produce, so production. 
falls, it owors their revenues, it lowers their standard of living, and in many cases forces them to go out 

of business. To make matters worse, this leads to the country’s growing reliance on food imports, which is 
hardly desirable in poor countries that sometimes suffer from chronic food shortages. 


in view of this, why did developing country governments like developed county export subsidies? It is 
because they wanted cheap imported food to keep consumers happy. Food is an important political issue. 
in many poor countries and high food prices can cause social and political unrest, 


There is an irony in that rich country policy-makers cared more about farmers who are a tiny fraction of the 
population, accounting for about 2-4% of employment in the United States and European Union, while 
developing country policy-makers cared less about farmers who comprise es much as 40-60% (or more) of 
total employment. 


We can soo clearly tha’ 


sport subsidies have highly damaging effects because they 
+ reduce competilveness of developed country farmers through artificially low prices 


+ allow ineilicont rich country farmers to gain market shares in the agricultural sectors of poor countries 


+ reduce standards of living of poor country farmers 
+ reduce food production and food security in poo: countries while increasing reliance on imports. 


Àt a WHO conference held in Nairobi in December 2015, an agreement was reached to elimin: 

xidies, This was hailed as a great succes: and a long overdue outcome for WHO negoti 
the GATT, the precursor of the WTO, had prohibited export subsidies (as well as import quot 
manufactured products, it had permitted them for agricultural products due to pressures from developed 
countries responding to the special of their farmors. 


‘At the same time that developad countries have phased out their export subsidies, these have begun 
to be applied by a number of developing count ample China for cotton, India for sugar, and 
‘and Thailand for ice, Some developing ‘abject to the WTO prohibition of 


subsidies, arguing that developing countries should be excluded from the prohibition. 


Sources: Hinz Strubenhol, The WTO's decision to end agricultural export subsides is good news 
for farmers and consumers’, Brookings, www braokings edu/blog/fature-development/2014/02/08/. 
Kimberiy Ann Ella, ‘The WTO, Agriculture and Development: A Lost Cause? International Centre for 
Trade and Sustainable Development, Bridges Africa, Volume 7, Number 1, wwwictsd org/bridges-news/ 


Applying your skills 


i^ Using demand and supply analysis, explain the effect that increases of exports by large countries can 
have on the world price af a good. 


2 Using the information in the text, explain why export subsidies are potentially more harmful than 
production subsidies. 


3 Using an export subsidy diagram discuss the impacts of an export subsidy on major stakeholders. 
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4 Why do ya 


ink rich country policy-makers care so much about their farmers even though they are 
such a smali traction of the working population? 


5 Evaluate the possible consequences of the WTO agreement to end export subsidies. 


6 Some developing countries argue that the prohibition of export subsidies should not apply to them on. 
the grounds that as they are making efforts to grow and develop, they should be entitled to benefits 
that have been enjoyed by developed countries for decades. Discuss this point of view. 


Administrative barriers 


Whenever a good is imported from another country, 
it must go through a numberof customs procedures 
involving inspections, valuation (determining the 
value of the good), and others In an effort to impose 
obstacles to imports and reduce their quantity, countries 
may increase the amount of red-tape checks and 
procedures, making them very time-consuming and 
dificult, In addition, importing countries can impose 
requirements that imported goods must be packaged in 
particular ways Since exporters do not always fli the. 
requirements, the quantity of imports is reduced. 

In addition, many countries impose requirements tat 
lanported goods must fulfil particular technical standatd 
which involve health, safety and environmental 
conditions. In many cases, these standards automatically 
eliminate a range of imports In other cases, certa 
products must undergo testing and inspection procedures 


TEST YOUR UNDERSTANDING 14.14 


Research and find ros! world examples of administrative import procadures and health, safety and 
environmental standards applied to imported goods that are likely to be a form of hidden trade protection. 
Using your findings, explain their likely effects on stakeholders in the domestic and global economies. 


that are so costly and time-consuming that once again 
the effect is to reduce the quantity of imports 


All the above procedure 
administrative barier», 


In some cases the imposition of such standards is justified 
by governments’ concern for the health and safety of 
the domestic population, as well as posible negative 
environmental effects of imported goods, However, it is 
generally believed that the excessive use of these kinds 
measures by governments is a disguised attempt to lim 
imports, and therefore ix a kind of "hidden trade protection 
See Real world focus 15.1 (Chapter 15) for an example 


requirements are known as 


Administrative barriers, like other forms of trade 
protection, have the effects of increasing the domestic 
price of the imported pood, protecting inefficient 
producers and increasing allocative inefficiency. 


The following questions wil help you reflect on your learning and enhance your understanding of key 


ics in this chapter. They are suggestions for inquiries that you can undertake on your own or in groups 
in order to revise the learning objectives of this chapter. 


1 What are some of the most important exports and imports, as a share of total exports and imports, 
in the country you live in? Can yau use the theory of comparative advantage to explain some of the 
patterns of trade (exports and imports) that you observe? 


2 What countries are the mest important trading partners of the country yeu live in? Can you identify 
some benefits that arise from trade with these countries? 


"T 
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3. Research real-world examples of countries that take advantage of their factor endowments. Identify 
the endevments and explain how they are related to exports. 


4 Selact same of the more important imports in your country, and investigate what, if any, types of trade 
protection measures these are subject to. Identify at least one product that is subject to a tariff, a 
quota and a subsidy. Examine the likely reascns that this protection has been offered. Try to explain 
the effects these measures are likely to have on the various stakeholders and the economy you are 
studying. 


EXAM STYLE QUESTIONS 


"viso 


"D 
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How valid do you think are arguments in favour of trade protection (trade restrictions)? 


* When countries engage in reducing or increasing trade barriers, what stakeholders do you think are 
affected and how might they becom better off or worse off? 


* What do you think is the moaning of economic integration? 


‘This chapter continues the discusion of Chapter 14. We will review the arguments ix 
favour for and against trade protection, We will then consider various form of cconomie 
integration, that involve the removal of trade barriers and the promotion of ice trade, 
either among small country groupings or the global economy through 
many countries around the world, We will also consider monetary tic, where countries 
iive up their notional currency by adopting a single currency with a niled monetary policy. 


eee 
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15.1 Arguments for 
and against trade 
protection 


Arguments for trade 
protection 


In Chapter 14 we examined a variety of measures that 
governments use to create barriers to international 
trade. These barriers create some winners and some 
losers but in sl cases result in ineficeney in production 
tnd ploba resource misallocation, Why, then, do. 
‘governments around the world continue to use trade 
protectionist policies? 


Arguments that economists justify 
under certain conditions 

‘These are arguments that may have validity under certain 
conditions Their validity may depevd on non-economic 
considerations or on he expectation that longer-term 


economic benefits of trade protection are greater than. 
short-term economic cosis 


Infant industry argument 


‘An infant industry is a new domestic industry that has 
not hid time to establish itself and achieve efficiencies 
in production, and may therefore be unable to compete 
‘with more ‘mature’ competitor firms from abroad, 
Mature foreign firms, operating with lower costs of 
production, ate able to sell at lower prices; domestic 
firms, being unable to compete, are unable to grow and 
may be forced to shut down. This argument rests on 
‘the principle of economies of scale, acco 

a firm achieves lower average costs as 
and produces more output, Therefore, a new firm with 
high costs of production that has not yet grown in size 
may need protection frora imports until it grows to a ize 
‘where protection is no longer needed. 


"This argument was ist used in 1791 by Alexander 
Hamilton, the fist US Secretary of the Treasury, to 
introduce turfs to protect US industry and promote 
economic growth, Today it is used mainly for developing. 
countries trying to expand their production into new 
areas and industries, Economists consider it to be 
fone of the strongest arguments in favour of trade 
protection with à theoretical justification. It is justified 
‘on the grounds that a country may have a comparative 
advantage in the production of a particular industrial 
‘00d, but cannot specialise in it unless it first receives 
some protection. However, the protection offered to 

fant industries must be temporary. Over a longer 
period, once the industry matures, the protection must be 
"liminated and the industry must compete in global 
markets under conditions of free rade 


In spite of its stron theoretical just 
some dangers in the infant industry ary 
‘that it may bc dificult for governments to know which 
particular andustries have the potential to become low cost 
producera. Another is that once the selection of an industry 
is made, industries protected from competition may not 
Bave a strong incentive to become efficient, A third is that 
governments may continue to protect an industry even long 
after it has matured and is no longer an infant. 


National security 


According to this argument, certain industries are 
essential for national defence (such as aircraft, weapons 
chemicals, certain minerals), and should be protected so 
that a country can produce them itself; In times of war 
or a national emergency, a country should not have to 
depend on imports for its defence. Moreover, there may 
be dangers in having ‘unfriendly’ nations specialise in 
Weapons production. 
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While there is some merit to this argument, a problem 
is that it can be used by industries that have an indirect 
use in defence (such as the steel industry) to try to 
acquire protection asainst foreign competition. In 

2018, the United States imposed highly controversial 
tariffs on sice! zad aluminium imports from a number. 
of countries, which ended up provoking a trade war 

(see Real world focus 15.2), These tariffs were justified 
by sefexence to national security, though it is likely that 
‘other factors were at play, In the past, goods like candles, 
loves, umbrellas, plastics, and others have received 
protection on the grounds that they were needed for 
national defence. 


The national defence argument is a nen-sconomic 
‘one, and so decisions should be made on political and 
military, not economie, grounds. Yet it is sometimes. 
dificult to draw the line between what is essential for 
national defence and what i not, 


Health, safety and environmental 
standards 


Many countries maintain health, safety and 
environmental standards that all imported products 
must meet before they are allowed to enter. Each. 

sets ith own standards, and governments are justifiably 
concerned that imported goods may fall short of these. 
However, there is a concern that these standards nay 
sometimes be used as a form of "hidden: protection 

to keep certain goods out if they are competing with 
domestically produced goods, such «s ministrative 
barriers (see Chapter 14). 


Efforts of a developing country 
to diversify 


Diversification mezn: change involving greater variety: 
economie diversification refer to increasing the variety 
of goods and services produced; it is the opposite of 
specialisation, (HL students may note that diversification 
may not be consistent with the theory of comparative 
advantage.) A number of developing countries, especially 
tcovamically least developed countries ( ELDCS) which. 
‘re among the poorest countries in the world ore very 
highly specialised in producing and exporting only a 

few primary commodities (for examples vec Table 19.1, 
Chapter 19). Such excessive specialisation carries with 

it dangers, and countries may be better off diversifying 
their production and exports (to be discussed in 
Chapters 19 and 20). To be able to diversify, countries 
may have to use trade protection policies lo ep out. 


imports of goods they would like to produce themselves. 
For exampiz, if a country would like to diversify into 
production of computers it will have to impose barriers 
‘on unports of computers alternatively the government 
could provide subsidies to domestic computer producers 
‘This argument applies only to developing countries 
However, there may be a risk that governments may 

not know which products or industries are the most 
appropriate to select for protection that will allow for 
successful diversification, 


Arguments that economists 
find questionable 


Questionable arguments have limited validity, though 
they may have some value under special circumstances in 
offering short-term, temporary solutions to problems. 


Anti-dumping 
Dumping refers to the practice of selling a good in 
international markets at a price that is Below the cost 
of producing it (usually by providing export subsidies. 
See Chapter 14). Dumping s considered to be an unfair 
Vade practice, and is ilegal according to international 
agreements Nonetheless it is a practice that continues 
io be used. According to the anti-dumping argument 

in favour of trade protection, if a country suspects that 
a trading partner practising dumping, it should have 
the right to impose tar o” quotas in order to limit 
imports of hesubitisd, or dumped good; this is the 
anti-dumping argument in favour of trade protection. 


"The main problem with this argument is that because 
of diticulisc involved in proving that dumping is being 
practised, many governments often use it as an excuse to 
offer motection to their domestic producers when this 
protection is not necessary or justifiable 


Unfair competition 


Unfair competition refers to practices that countries may 

use in order to gain a competitive advantage over other 

countries in order to unfairly increase their exports at the 

expense of other countries, Examples include: 

+ dumping, discussed above 

‘+ the more general use or production and export 
subsidies whereby exporting firms artificially achieve 
lower costs of production thus increasing their 
exports (s: Chapter 14) 


"T 
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^ administrative barriers or ‘hidden protection 
"whereby countries Limit their imports using 
questionable mes (see Chapter 14) 

^ undervalued currencies whereby countries seek a 
lower valu for their currency in order to make their 
exports more competitive in foreign markets (see 
Chapter 16) 

‘+ violation of intellectual property whereby firms or 
individuals within countries illegally obtain ideas 
trade secrets, inventions or anything else which isa 
‘creation of the human mind (intelectual works) and 
then use these to their own advantage 


‘The problem here is similar to the case of dumping, 
\which is dificult and time consuming to prove, Asa 
result, trading partners may take advantage of such 
arguments lo impose protectionist measures, using. 
them as an excuse to protest their own industries when. 
protection is not justifiable 


Correcting a balance of payments deficit 


A balance of payments deficit occurs when the outlow 
fof money from a country is greater than the inflow, and 
usually happens when there are more imports than exports 
(soe Casper 16). I would seem that a way to correct 
‘thuit problem would be to impose barriers to the entry of 
imports into the country, limiting imports and therfore 
the need to make payments abroad, However decreased 
nports would come at the expense of falling exports 
in exporting countries, and there is a risk of retaliation. 
"Trade protection could be used as a short-term emergency 
measure if there is a serious balance of payments deficit: 
over the longer term there are other, more effective ways to 
deal with this problem (sce Chapters 16 and 17) 


Tariffs as a source of government 
revenue 


Tarifs as à source of government revenue were 
common in the early stages of development of 
currently more developed countries, In the United 
States, for example, tarif revenues accounted for 5€% 
ot federal (central) government revenues in 1880: by 
1900 these were 41%, and by 2000 they had filii 

to less than 1%, Today, the use of tariffs for revenue 
purposes is more frequent in developing countries, 


where tariff revenues can sometimes account for as 
much as hull or more of all government revenues. The 
reason for strong reliance on tris for revenues is 
rele to the case with which imports can be taxed, 
sinc» they are goods that must pass through borders 
Where they can be monitored. 


However, tariffs have disadvantages, as they area 
regressive type of tax, and so have negative impacts on 
income distribution; in addition, they have negative 
effects on allocative eliiency The convenience of 
relying on tariff revenues may also work ax an excuse 
for governments to delay tax system reform, Therefore 
reliance on tris as a source of government revenues 
should be à temporary measure to be gradually phased 
out as countries grow and develop, 


Protection of domestic jobs 


According to this argument, restrictions on imports 
are nce to protect domestic employment. Import 
Teitrfions increase domestic production, thus increasing 
employment 


One problem with this argument is that if import 
restrictions apply to goods that are used as inputs in 
the production of other goods it is likely that there 

Will be higher costs of production due to the higher 
prices of the imported inputs, lower production in these 
industries, and therefore increased unemployment. It 

is even possible for the negative employment effects in 

the broader economy to be greater than the positive 
employment effects in he protected industry. S 

world focus 141, Chapter 14, for an example- 


Another problem with this argument is that if 
unemployment in the domestic economy falls due to 
import restrictions, this means that unemployment 
increases in the countries that are forced fo export 

Jess The foreign countries that are hurt may retaliate 

by imposing import restrictions of their own. Ir the 
government's objective is to increase employment in the 
economy, fiscal, monetary or supply-side policies may be 
more appropriate. If, on the other band, the govemment 
Wants to increase employment in a particular industry. 

a subsidy is likely to be more appropriate than import 
restrictions (tails and quotas), because subsidies have 
fewer negative effects (see Chapter 14), 


tay makeup he largest share of goverment revenues in developed counties, ee mare ict 
1o levy and collect in lesa developed counties, partiy because large share of the population 


ve or vel Incomes, pariy because 


avery large eoporten cl the roy aton we vel employed and wating nthe fal stor where tanes are not colleid, and partly 
Daems e poor enforcement oft collactun and hoh tk svasion rates, 
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Australia wage war on hidden protection 
There is a concern in Australia that the use 
of hidden barriers in a number of its trading 
partners is growing. This includes even some. 
countries with which Australi has free trade 


According to the Australian Trade Minister, 
"Tariffs and quotas are there for the whole. 
world to see, but as we continue to shift 
towards a more open global economy, we're 
seeing a trend towards the use ef hidden or 
invisible trade barriers" 


According to an analysis conducted by Meat 
and Livestock Australie ond the Australian 
Meat Industry Council, non-tariff barriers in 
41 countries aro costing $3.4 billion a year. 


Figure 15.1: Froserpins, Queensland, Australia, Loading sugarcane 


The Australian Trade Minister sald, We absolutely recognize the right of countries to protect consumers 
and the environment, through packaging requirements shipment inspections, health and safety 

controls.. Whilst many of these requirements are legitimate, we're seeing a shift towards how regulations 
and red tape are being manipulated and used as a deliberate tool to distort rade flows and protect 
domestic industries 


Tho Australian government plans to use diplomatie pressure on the countries suspected of using hidden 
trado protection measures, 


Source: Brad Thompson ‘Australia starts war on the rise of hidden trade barriers, plans diplomatic 
‘pressure’, Financial Review, 7 December 2018. 
wwwafrcom. 
Applying your skills 
1 Using your knowledge of trading blocs, (fter you have read Section 15.2 below) explain why countries with 
Which Australia hos fro trade agreements might face even greater incentives to use hidden trade barriers. 


2. Outline why hidden trade protection is a type of unfair competition 


3. What did Australia's Trade Minister mean with his statement that hidden protection measures ‘distort 
trade fio» and protect domestic industries? 


r i economies In Chapter 14 we saw in some detail who 
Arguments against trade gains and who loses from the imposition of a variety of 
protection protectionist measures in international trade. Table 15.1 


provides a summary of the effects, 
Economists are most oen critical of trade protection 
because it worsens the allocation of resources and 
imposes a variety of costs on the domestic and the global 


A "oic cmmmr cS: 
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Q 
NM 
Producers gain [oain [gain gain gain 
Workers gan [gain [osin gain gain 
Government gain neural [lose lose neutral 
neutral |neuvai [lose lose neutral 
Consumers lose neutral Tose lose 
Domestic secat) lose. lose lose lose lose. 
Producer efficiency: 
Dorn ise lose neutral lose | lose 
Domestic society lm Jimo | lose m m 
Resource allocation. 
Foreign producers [lose love [lose [lose Tose 
Carre tore ee Je lose lose 


Table 15.1: Surimary: who wins and who loses from rade barrier 


Based on the information in Table 15.1, we may note th 
following: 


Producers and workers (through the increase in 

domestic employment) are the only stakeholders who 

‘in from all types of trade protection. Tis is hardly 

surpris e protectionist policies are usually 

undertaken with a view to protecting domestic 

production and domestic employment. 

exs has à cost in terms 
of higher costs of production and reduced efficiency. 
These result from ali types of trade protection. 
In fact, long-term: reliance on protection against 
foreign competition eliminates incentives for firms 
to lower costs and operate ficiently. 

^ Consumer: lose in ost cases, This is due to higher 
prices uf protected goods and lower quantities of 

oods avaiable in the market (the only exception is 

eduction subsidies, where the quantity consumed 

and price paid by consumers remain unaffected) 
Consumers also face reduced consumer chos. 
through lower imports, The losses experienced by 
consumers as a rule are greater than the benefits to 
producers, confirmed by many studies that measure 
the effects of trade restrictions 

^ Income distribution in most cases worsens. The only 
exception is production suhsidies, where the price 
paid by consumers doss not change. 


+ Foreign producers ure worse off in all cases. This 
is apparent from the reduction in imports of the 
country imposing protectionist measures 

* Domestic and global resource allocation lose 
under all forms of trade protection, Domestically, 
the appearance of welfare loss means resource 
misallocation. In addition, there is resource 
misallocation os» zlobal scale as protection 
‘means that production moves away from lower. 
cost producers in other countries to higher 


cost producers who are enjoying the protective 
‘There ute some additional points worth mentioning 


+ Looking at the broader economy, beyond the 
protected industry, trade protection may have 
negative effects on the price level, real GDP and 
employment. Some domestically produced goods 
that are protected may be used as inputs in the 
production of other goods For example, i a textiles 
industry receives protection from textile imports, 
the domesti price of textiles will increase: clothes 
manufacturers that need textiles to produce clothes 
face higher costs of production. Using the AD-AS 
model we can ses that short run aggregate supply 
decreases, the SRAS curve shifts to the le, causing 

inflation. What has happened is that real 
and unemployment increases, while the 


a9) 
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price level also increases The result is that final 
clothing products sell at a higher price, 
Trade protectin may hi ive effects on 
comiry's export competitiveness, Some domestically 
produced y90ds that are protected may be used as 
input: in tae production of other goods that are 
exported, In the above example, if the products of 
clothes manufacturers are exported, there will 
c lower competitiveness in export markets due to 
the higher price of clothes Similarly, if a fertiliser 
industry is protected from fertiliser impor 
domestic price of fertiliser will be higher than the 
Work prie; farmers buying the fertice face higher 
costs of production, causing the fial agricultural 
products to sell at a higher price, This results in 
lower competitiveness in export markets 
Trade protection may give rise to trade wars through 
retaliation, As one country imposes barriers on 
imports, other counties may retaliate by imposing 
their own barrier. This can produce chain 
reactions with countries becoming more und more 
protectionst, with serious negative effects on 


‘output ard resource allocation, 
Trade protection creates a potential for co 


For example, restrictions on imports may pave th 


The US wages a trade war 
Beginning in January 2018, the United States 
began imposing a series of tars on various goods 
Imported from several countries. Following the 
imposition of US tariff, thu affected countries 
began to retaliate 


A fundamental reason behind the tariffs was the 
US trade deficit (an excess of imports over exports; 
see Chapter 16) which is the largest in the world 
According to this argument the imposition of tarifs 
would reduce import, thus helping to correct. 

the deficit. In addition, it was believed that tariffs 
would help protect jobs in the manufacturing 


Partt: 


fariffs on st 


land aluminum imports 


In March 2018, the United States imposed tariffs of 25% on steel imports and 159% on aluminum imports, 
The rationale was that these tariffs were needed on the grounds of national security. In fact it was stated 
that the steel and aluminum imperts "threaten to impair the national security of the United States. Yet most 
US imports of steel and aluminum are produced by US allies such as Canada 


Figure 15:2: The US imposes tarifs on imports 


way for bribes and smuggling goods illegally into a 
‘county, or may result in tarif and other revenues 
going into the pockets of bureaucrats rather than 

the government budget. 


1 a Identify some arguments in favour of 


trade protection 

b Explain possible special circumstances. 
under which they are considered to be 
valid 


© What problerns can they give rise to? 


2. Using examples of barriers to trade, discuss 
some arguments against trade protection, 
3 a Explain the infant industry argument. 


ly What is its theoretical justification? 


© Explain some potential problems it may 
give rise to. 


d the European Union. 
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Part 2: US trade var: effects on US employment 
In his presidential campaign, President Trump promised to protect American jobs. Therefore the imposition 
of the tarifs was expected to lead to increases in US employment. 


Yet by September 2018, the US Tax Foundation hac estimated that the tariffs that had already come into 
effect plus planned tariffs together would lead to s loss of 459816 jobs, 


in underestimate. According to an analysis by Trade Partnership Worldwide, there 
ase of 26280 jobs In the stael and aluminum industries over the first one to three years, 
but employment throughout the rest of the economy would fall by 432747, giving a net loss of 400445 
jobs. It was found that "16 jobs would be lost for every steel/aluminum job gained’ 


Further, the US Center for Automotive Research claimed that if the United States imposes tariffs on cars, 
ihe loss of jobs would amount to 715000. A study by the Federal Reserve (ho United States central 

bank) in December 2019 notos We nd that th 2018 tari are associated wth elaine reductions in 
manufacturing employment and relative increases in producer prices... For manufacturing employment, 
a small boost from tho import protection effect of tariffs is more than chset by larger drags from the effects 
of rising input costs and retaliatory tariffs 


Reasons behind ha job losses include higher costs of imported inputs, such as parts made of steel and 
aluminum, which make production less profitable. In some cases it is even possible for US firms to relocate to 
other ccuntnes in order to avoid the price increases due tothe tariffs Gee Part 3 below). Moreover, tarifs on US 
imports imposed by other counties in retaliation have the offect of reducing US exports, further hurting US firms. 


Port 3: US trade war with China: effects on the car market. 
One of tho countries most strongly affected by the US tariff 
of the US trade deficit. 


China responded to the US tariffs by quickly re with a 
worth of US goods, One category of these goods was cars. In the summer of 2018, it increased its tariff 
fon US cars from 25% to 40%. But in an effort to boost domestic consumption it reduced its tariffs on 

car imports from all ether counties to 15%. In addition, it lowered tariffs on 1400 products including 
household goods, apparel andi appliances, 


Overall imports from Sauth Korea, Japan and the European Union increased by 31%, 24% and 20% 
respectively in the summer of 2018 while imports from the United States increased by a mere 1156. At the 
same time, due to strong consumer demand, Chinese exports ta the United States increased by 11%, in 
spite of the US tariffs on Chinese goods. 


American auto makers are very concerned about the impacts of the Chinese tariff. Volvo, which had recently 
‘opened « new plant in South Carolina with a promise of 1000 new jobs, has stated that it may have to go 
back on its promise in view of the US steel tariffs anc! threats of retaliatory tariffs from other countries. 


EMW, the largest US car exporter, is already expanding its production in China, moving production away 
from South Carolina in the United States. This way it will be able to avoid the high tariff on US-made cars. 
Ironically, jabs in the United States are nc increasing, but they might actually be moving to China. 


Sources: https;//asia nikkei com; 
wwinytimes.com; 
vie forbes. com, 


‘hp fvaneoecom/2019/120ed-study- rump taf caused bosses higher pies! 
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Applying your siiis 
1. What de you think of the claim that steel and aluminum tariffs are justified on national security grounds 
when most imports come from US allies? What kind of trade protection do you think this is? 


2 Uso a tariff diagram to explain why tariffs were uxcacted to give rise to new jobs in the United States, 


3. Using an AD-AS diagram, explain why the US tariffs are likely to lead to job losses in the overall 
‘economy, 


4 Using the same diagram as in question 3, and taking into account possible effects on the price level, 
‘explain the effects of the tariffs on US consumers, What kind of inflation is involved here? 


5 Use a demand and supply diagram, to illustrate and explain the effect that retaliatory tariffs by other 
countries will likely have on the demand for US goods. 


& Using an AD-AS diagram, explain the likely effects on economic growth of countries engaged in 
trade wars, 


7 Res 


current news reports on the impacts of the tariffs on 
a unemployment, 


b the price level, and 


€ various produet markets such as cars, outlining the most recent effects of the tariffs. 


15.2 Economic integration: trading blocs 


LEARNING OBJECTIVE 


Economie integration refers to economic co-operation seduce or eliminate trade and other barriers between 
between countries and co-ordination of thai economic them, and can extend to co-operation on other matters 
policies, leading to increased economie Links between such as labour policies or environmental policies and 
them, It occurs because the co-operating countries even monetary policy. There are various degrees of 
expect lo derive benefits from poii co-ordination, integration, depending on the type of agreement and the 
It ofien begins by agreement bet veen countries to degree to which barriers between countries are removed. 
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Trade agreements and 
trading blocs 


Preferential trade agreements 


A preferential trade agreement (PTA) is an agreement 
between two or more countries to lower trade barriers on 
particular products in trade between each other, Trade 
barriers may remain on the rest of the products, and 

^; imports [rom non-member counties The result is 
ihat a member of the agreement has caier arcs: to the 
markets of other members for the selected products, than 
countries that are not members 


PTAs sometimes involve co-operation between members 
‘nother issues, such as labour standards, environmental 
issues or intellectual property Lv 


PTAs can take several forms, including fre trade areas, 
customs unions or common markets, and they may be 
bilateral (involving (wo countries) or regional (involving 
several countries]. 


Bilateral, regional and multilateral 
(WTO) trade agreements 


‘A lateri trade agreement is an agreement between 
two countries, whereas a multilateral trade agreeovent 
involves an agreement between many countries Another 
distinction involves regional trude agreements, which as 
the term suggests involves trude agteemeots between a 
group of countries that are within a geographical region, 
The main objective of bilateral, regional and multilateral 
trade agreements is to promote trade liberalisation, which 
is free (or freer) trade by reducing or eliminating trade 
barriers between member 


The trade agreements reached under the World Trade 
Organization (WTO) are multilateral, because they 
include many member countries around the world 
(164 in 2019) and because they require all member 
countries to reduce trade barriers at the same time. 
One of the fundamental principles of the WTO is 
mordiserimination, meaning that a country cannot 
discriminate between any WTO members In other 
words, it cannot impose higher barriers on imports 
from one country and lower ones on imports from 
another country. This is a fundamental p rciple for 
the development of free trade globally. However, the 


ception for bilateral and regional 
trade agteetoents, even though all preferential trade 
agreements involve discrimination against non- 
member countries 


Trading blocs 


A trading bloc is a group of countries that have agreed to 
reduce tariff and other barriers to trade for the purpose 
of encouraging free or freer trade and co-operation 
between them. Beginning with the lowest degree of 
economic integration, we can distinguish between the 
following trading blocs 


Free trade area (agreement) 


A froe trude area (agreement) consists of a group of 
countries that suree to gradually eliminate trade barriers 
between tharselves, and is the most common type of 
integration area, Each member country retains the 

right to pursue its own trade policy towards other non- 
mernber countries (to impose its own trade barriers, In 
trade relations between members, there may be fee trade 
in some products, and some protection in other products 
Examples of fie trade areas (FTAs) are NAFTA (North 
American Free Trade Agreement), including Canada, 
Mexico and the United States; and ASEAN (Association 
‘of Southeast Asian Nations), and SAARC (South Asian 
Association for Regional Cooperation). 


» that arises in free trade areas is that a 
product may be imported iro the FTA by the country 
‘that has the lowest extemal trade barriers, and then sold 
to countries within te FTA that have higher external 
‘rade barriers This problem arises because each country 
has its own individual barriers toward non-member, 

H creates dittieulties for those countries with higher 
barriers because they may end up importing more of the 
‘good than they woukl like. To deal with this problem, 
fice trade areas make complicated “rules of origin 

for imports, designed to prevent goods from entering 
countries with lower external barriers. 


One probi 


Customs union 


A customs union consists of a group of countries that 
fulfils the requirements of a free trade area (elimination 
of trade barriers between members) and in addition 
adopts a common policy wards all non-member 


U Preferential vade agreement i sometimes usedi in ancthe naran ta refar to the weakest [om af economic integration, coming before 


tha formation of bilateral ar 
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countries Each country in a customs union is no longer 
free to determine its own rade policy towards non- 
member countries, Also, the member countries of the 
customs union act osa group in all trade negotiations 
and agreement: with non-members. A customs 

union therefore involves a higher degree of economic 
integration iban a free trade arca 


Examples of customs unions include CEFTA (Central 
European Free Trade Agreement), SACU (South 
African Customs Union), PARTA (Pacific Re 

“Trade Agreement), and others 


Customs unions have the advantage over PTAs that they 
avoid having to create complicated ‘rules of origin’ for 
imports since they all have the same common external 
barriers However, customs unions face the problem that 
they must co-ordinate ther policies toward non-members 
‘This gives rise to the possiblity of disagreements, as they 
may not all agres on whit ute appropriate levels of tari 
and other barriers on non-members 


Common märket 


A common satket is an even higher degree of economie. 
integration, in which countries that have formed. 

i customs union proceed further to eliminate any 
‘niin tariffs in trade between them; they continue to 
bave a common external policy (as in a customs onion), 
and in addition, they agree to eliminate all restrictions 

‘on movements of any factors of production within them. 
The factors of production of importance are labour and. 
‘capital, which in a common market ane Iree to cross all 
borders and move, travel and find employment freely 
Within all member countries. 


The best-known commou market i the European 
Economie Community (EEC, the precursor of the 
present European Union), formed in 957. Another 
example is the Caribbean Community (CARICOM) 
ile Market and Economy (CSME). 


A common market offers major advantages to its 
members compared to FTAs and customs unions 
They cajoy free trade and all its advantages (lower 
prices, greater consumer choice, ete., see Chapter 14). 
Workers are free to move and work in any member 
country without restrictions, and capital (physical 
and financial) can also flow from country to country 
Without restrictions. This results in a better use 

of factors of production. For example, there may 

be high unemployment in one country, and a high 
demand for labour in another country. This will 
encourage unemployed workers to seek work in the 


country facing labour shortages. Similarly, if the 
profitability of investing is greater in one country 
‘than in another, capital will gravitate to the more 
proftahle country, making better use of capital 
resources, Factor mobility across countries improves 
the allocation of resources 


However, the development of a common market requires 
even greater policy co-ordination among members than 
in a customs union, and requires the willingness of 
member governments to give up some of their pole 
making authority to an organisation with powers over 
ill he member governments Both these requirements 
can be dillicult to accomplish, and need a long time for. 
all countries to make the necessary policy changes to 
achieve co-ordination. For this reason there are far fewer 
common market: in the world than free trade areas and. 
customs unions 


Evaluating trading blocs 
Possible advantages of trading blocs 


Economic integration over the long term can be expected 
to bring forth many of the benefits of free trade. Benefits 


that member countries can expect to derive include the 
following: 

Trade creation (HL only) 

When a trading bloc is established, patterns of trade 


countries chats, 


through the maintenance of trade barriers Trade 
‘rent refers Vo the situation where higher cost products 
(imported cr domestically produced) are replaced by 
lower cost imports, 


Consider an example. Suppose Cottonia and 
Microchippia both produce cotton. Cottonia hus a 
‘comparative advantage in cotton, it has a lower cotton. 
price and therefore Microchippia imports cotton from 
Cottonia. Initially, Microchippia imposes tarills on. 

its coton imports, this way protecting its own cotton 
producers. Then Cottonia and Microchippia form a 
bilateral trade agreement, and tarifs on cotton are 
abolished, Micrachippia’s cotton imports increase 
(corresponding to an increase in Cottonia' cotton 
exports), and its domestic production of cotton 
decreases This is cise of made creation, because higher 
cost domestic coton production in Microchippia is 
partly replaced by lower cost imports of cotton. 


my 
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“The benefits of trade creation include getting rid of 
disadvantages of tarifs The decrease in Microchippia’ 
domestic production of cotton leads to greater efficiency 
in production, and together with the increase in 
consumption mace possible by more imports, there is 
greater allocative efliciency. 


In genera, trade creation has the effect of increasing 
social welfare, 

^ Increased competition 

The removal o trade barriers within trading bioes results 
in increased competition among producers ia saember 
countries With low or no barriers, imports increase, 
forcing domestic producers to compete with lower cost 
producers from other countries. Trade barriers, on the 
other hand, protect inefficient domestic producers 
Increased competition offers major advantages in terms 
of production by more eficent producers, lower prices 
for consumers and improved allocation of resources 


Expansion into layer markets 
This is an obvious benefit arising from the ability of 
firms to sel beyond their national boundaries, and. 
increasing their exports 


Economies of scale 
Fix follows from the above point In ws 
cannot take advantage of economies o scale ower 
average cosis) since a firm cannot grow large enough so 
that its average costs begin to fall substantially When an. 
economy opens itself up to free trade with other countries, 
its exports are likely to crease and i the size of the 
masket expanda. the firm can achieve lower average costs. 


* Lower prices for consumers and greater consumer 
choice 

The elimination of trade barriers (along with increased 

competition and ec monies of scale) results in lower 

prices for consumer In addition, increased imports 

mean a greater of variety of goods from which 

consumers can choose. 


^ Increased imestment 
Entarged markets often give rise to increased invest! 
by fims that want to take advantage o the larger market 
size. This investment may be internal, that is, by tems 
originating from a country within the trading bloc, or 
external, originating from a country that i outside the 
trading bloc (by multinational corporations). A major 
incentive faced by outsider firms to t up production 
units within the bloc is that they escape the tari or other 
protection that the trading bloc imposes on imports from. 
outside. One of the incentives faced by countries to form. 


trading blocs is to attract investments by multinational 
corporations (to be studied in Chapter 20). 


f Peter use of factors of production improved resource 
‘allocation and greater employment opportunities 

I a trading bloc develops into a common market, 

Which involves free movement of factors of production, 

specifically capital and labour, there will also be a 

better use of these within the bloc. As discussed 

above, unemployed workers in one country may seek 

‘job elsewhere where there are more employment 

opportunities. Capital can also move fre in search of 

greater profits A better allocation of resources results 


+ Improved efficiency i production and greater 
economie growth 

‘As we know from Chapter 14, the elimination of trade 

barriers and fre» trade lead to improved efficiency in 

production, as ineflicient producers lose their protection, 

leading to beiter prospects for achieving more rapid 

economie growth. 


M Stronger bargaining power 
When countries bargain individually in multilateral 
‘negotiations, such as with the World Trade Organization 
they do not have much bargaining power especially if 
‘they are relatively small. If they bargain as a trading bloc 
they have much greater power, increasing their chances 
of being heard and achieving their objectives, 

* Political advantages 

Greater economie integration is likely to result in 

a reduced likelihood of hostilities arising between 
countries whose cotes are becoming more 
interdependent through increased trade, investment, 
sour and financial lows. Further, economic integration 
may lead to political stability as well as co-operation, 
resulting in further benefits for member countries 


Possible disadvantages of trading blocs 


Trade diversion (HL only) 

"Trade diversion refers to the situation where lower cost 
imports ate replaced by higher cost imports from a 
member after the formation of the bloc Is the opposite 
of trade creation, 


Suppose Cottonia, Robotia and Mierochippia all 
produce cotton. Cottonia is the lowest cost producer 

of the three, followed by Robot, and then by 
Microchippia, which i the highest cost producer. 
Initially, Microclippia imposes a tar on all imports of 
cotton, regardless of country of origin. Since Cottonia 


ws) 
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is the lowest cost producer, Microchippia imports from 
Cottonia and not from Robota (Cottonia's cotton price 
plus the tariff is lower than Robotia's price plus the 
tariff), Microchippia then decides to form a trading bloc 
with Robotia. therefore eliminates the tariff on cotton 
from Robota, aad maintains the tariff on cotton from. 
Cottonia. The result is that it now becomes cheaper for 
Micro-hippia to import cotton from Robotia rather thas 
Cotionia, Microchippias imports have shifted from: 
Lower cost producer, Cotton, to a higher cost producer, 
Robotin; his is therefore a case of trade diversion. 


The possibility of trade diversion resulting frons a trading 
bloc is an argument against trading blocs and i favour of 
multilateral (WTO) trade liberalisation. The reason i that 
trade diversion cannot occur with multilateral reduction. 
or elimination of trade barriers Trade diversion occurs 
When an importing country is force to import from. 

a higher cost producer within a trading bloc, whereas 
before it joined the trading bloc it was importing from 

a lower-cost produser elsewhere I all countries reduce 
their barriers at tas same tme, it is not posible for lower- 
cost importe to Le replaced by higher-cost imports: the 
importing country wil simply import from lower cost 
producers who sell at lower prices. 


Wii vade creation, discussed above, hax the effect 
^ increasing social welfare trade diversion reduces it 
"Therefore, whereas a trading bloc creates free tride for 
the members it may or may not improve the allocation of 
resources Resource allocation will improve only if trade 
creation effects are larger than trude diversion lfecis 


Note, however that even if a trading hlc leads to trade. 
diversion over the short term, it is posible that the 
longer-term positive effects discus above will more 
than compensate countries f»: possible short-term lowes. 
According to some studies, the long-term effects may be 
five or six times mors important than the short-term ones. 


Trading blocs may be a challenge to multilateral 
(WTO) tuding negotiations (trade liberalisation) 
Many economists believe that while the establishment of 
trading blocs with free trade between members may be 
an improvement over trade protection, trading blocs ure 
inferior to the WTO's multilateral approach of reducing 
trade barriers towards all countries They believe titat the 
break-up of the world trading system into many blocs 
can create trade conflicts between different bloes that 
may slow down the process of global tsde liberalisation: 
Some large trading blocs may enjoy free trade and all 


its benefits within the bloc, but may impose high trade 
barriers on non-members, and the result may be to limit 
trade rather than to increase it on a global scale. This 
cold ead to a worse global allocation of resources 

+ Unequal distribution of gains and possible losses 
Countries forming a trading bloc are unlikely to gain 
equally from the operation of the trading bloc, and this 
creates the potential for conflicts between the members 
and makes it difficult to reach agreements Itis also 
possible for some countries t gain while others become 
Worse ofl in some respects The same applies to gains and 
Josses within the member countries as some stakeholders 
are likely to gain while others lose, This is an important 
issue that we will come bask to when we evaluate 
preferential trade agrsements as a trade strategy to achieve 
economic growth and development in Chapter 2, 


+ Economic integration involves a loss of sovereignty 
Sovereignty vers to authority over decision-making 
"Within the national economy. The formation of trading 
blocs involves giving up some domestic decision- 
‘making power to a supranational authority. The loss 
fof sovereignty is the least in a free trade agreement, 
becoming progressively greater in the ease of a customs 
‘union and common market, The los of sovereignty s 
even greater in the ease of monetary union (see below) 


1 a Define and distinguish between a 
froe trade arao, customs union and 


common market 


b How do these illustrate an increasing 
degree of economie integration? 


Research and find real-world 
of free trade areas, customs union: 
common markets. Choose one or more of 
these and discuss some of the advantages 
and disadvantages. 


What do you think is one reason why 
counties that want to form a trading bloc 
usually start out by forming a free trade 
area, and then gradually move towards a 
customs union, and even later towards a 
common market? 


PA fil analy of trade diversi s actualy a litle more complicated, because trada diver 


acusson a beyord Pe scaps ol ha book 
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African nations form AfCFTA E 
In March 2015, ater fve years of planning, Qv 

the Alnean Continental Free Trade Area CREATING ONE AFRICAN MARKET 
(AICFTA) was launched at the Kigali Summit 

{i Rwanda). With S5 countries, a population 
of 127 bilion and GOP of $2.5 trilion, it wil 
toe the largest free trade area in the world. 


Its objectives are to create a single market 
dor goods and services in the entre African 
continent, together with free movement ol 
labour and capital, thus eventually hocoming 
a common market, Iis expected io lead to 
‘major cost advantages for firms that will have 
‘opportunities to benefit ram economies Figure 18.3: Kigali, Rwanda The African heads of state establishing 
‘of scale and increased competitiveness. the Aica Continental Fres Trade Area (AICFTA) 

According to forecasts, irade within Africa = 

‘will increase by 52% by 2022 relative to 2010. This is significant becouse trade within Africa (tra-Africa exports) 
in 2017 were oniy 16.6% of total exports, compared with 68% i Europe and 59% in Asia. 


In addition, AICFTA aims to achieve sustainable and inclusive development, to promote gender equality, 
and to promote industrial development through diversification, According to the Director of the African 
Export Import Bank (Alreximbank), ‘Constrained access to markets limits the growth of firms, Therefore, 
{or domestic firms, getting rid of local market constraints may improve growth prospects and access to 
financo and technology in the global economy. There are, however, notable challenges. If large firms gain 
a dominant position in the African market, they may crowd out small and medium-sized firms. 


Small- and medium-sized firms, which absorb more than 80% of Africa's employment, ara expected to 
benefit from new markets, reductions in input costs, increased efficiency and increased sales 


However, there are also challenges. Some small- and medium-sized firms may be unable to withstand the 
competition from larger businesses, Trade liberalisation may hurt the poor. Workers from poor countries 
may work long hours and live ia conditions of poverty in order to send nioney home to their families. 
Stronger competition mav lead to greater environmental degradation as small- and medium-sized firms try 
to cut costs by dumping wastes, 
Moreover, African countries vary enormously by level of economic development and by size, Three countries 
alone, Egypt, Nigeria and South Africa contribute over 50% of / cars GDP while six island nations together 
contribute just 15, The weaker countries may require prefere tial treatment in order to ensure that the risks 
arising from increased competition are reduced for them. For example, they could be permitted to maintain 
tariffs or other forms of protection for infant industries c far the purposes of diversifying their economies. 
According to the Nigerian Labour Congress (an oganisation of trade unions), the trade agreement is an 
sxeremely dangerous and radioactive neo-liberal policy initiative 
On the other hand, it is also argued that with all of Africa united as a huge bargaining unit, it can be far more 
influential in international trade negotiations with other countries or groups of countries around the world 
According to Professor Ngaire Woods at Oxford University, "Africa could stride onto the trade negotiation 
stage as one enormous market. Thi: ceuld lead to a new engine of growth across the continent 


Sources: ww.weforum.org/agenda; 
‘ww.sunnewsonline.com; 
hitps://mww sveforum.org/agenda/2019/09/africa-just-launched.the-world.s-langest-free-trade-area 
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Applying your «iiis 
1 Describe how AICFTA represents economic integration. identify what feature will allow it to evolve. 


into a eainman market, 
2 Explain what AICFTA member countries hope to gain from integration. 


3 identify the stakeholders who are likely to qoin as well as those likely to lose from the formation 
of AICFTA. 


4. Why are some of the member countes’ fearful of integration? Identify and explain their concerns 


(HL only) Suppose one AICFTA member country has an absolute advantage over another AICFTA, 

member country in the production of all goods, 

a Using a diagram, expla 
from trade. 


b. Under what circumstances might specialisation according to comparative advantage not be 
desirable? Discuss. 


under what conditions it may stil be possible for both countries to gain. 


6 Using the information in the text, evaluate the likely effects of AÍCFTA on the economies of the 
member countries, 


Historical background: the 
development of the European Union 
Tho European Union has its origins in 

the European Coal and Steel Community 
(ECSC), a ree trade area formed in 

1952 by a small group of six European 
countries The ECSC abolished trade 
barriers in important military and 
economic resources including coal, steel, 
scrap and iron ore, At the same time, it 
established institutions for administration, 
legislation and policy as well as a Court 
of Justice to resolve disputes, The 
creation of this free trade area was the 
imt step in a series of efforts toward Figure 18.4: London, United Kingdom. Pro-Brexit supporters gather in 
closer integration of European countries. Parlament Square 

One of the key motivating factors was 19 

rebuild Europe after the Second World War as well as to prevent future hostilities and promote lasting 
peace between France and Germany 


anc, aly, Lavembourg Netherlands and West Gerry 
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NTIN! 


In 1957, the sarme group of countries formed the European Economic Community (EEC), which included 
lowering of trade barriers for a far broader range of products. The United Kingdom joined the EEC in 1973. 
The EEC established a common market which in addition to free trade and common trade policy toward 
non-members also included free movement of labour and capital, a Common Agricultural Policy (CAP), 

a social policy to promote labour mobility and worker protection, as well as policies to promote market 
competition, including regulations preventing art--ompetitive behaviour by firms. ts membership grew 
gradually over the years, and by 2013 there were 28 members. 


The above policies, involving increasing economie integration between the member countries, were 
implemented by supranational bodies with authority ever national governments. There are several such 
bodies, the most important of which ave the European Commission, which proposes new policies and 
legislation; the Council of the European Union and the European Parliament, responsible for legislation 
(laws) that all member countries must abide by; and the European Court of Justice, that resolves disputes. 


In 1993, the EEC changed its name to the European Union, known as the EU. Over time, additional 
functions and objectives wure developed, among which were co-ordinstion of foreign policy, development 
assistance policy for less developed countries, a common research and development policy (R&D), a 
social policy protecting workers rights and a regional development policy that supports training to reduce 
unemployment. 


Eventually 19 of the 28 EU countries gave up their national currencies, adopted the euro as their currency, 
and gave up their own independent monetary policy through the establishment of the European Monetary 

ion (see below), The United Kingdom was not among the countries that adopted the euro, preferring to 
bø in the EU with its own currency, the British pound, and its own independent monetary policy. 


‘Gradually, over the decades, the European Union has achieved an unprecedented degree of economic 
Integration, far greater than any other international organisation. 


Brexit: UK decides to leave the European Union 

In June 2016, after 43 years of membership, the United Kingdom held a referendum in which its citizans 
wore asked if they wished the United Kingdom to leave or remain within the Furopean Union. England and. 
Wales voted to leave, while Northern Ireland and Scotland voted to remain, Tho result overall came out 
in favour of leaving with 52% ‘Leavers’ as opposed to 48% 'Rem, This event came to be known 
Brexit, made up of the words Britain and exit? It was received with grast surprise around the world as the 
‘expectation everywhere was that the United Kingdom would cheose to remain in the EU. 


The main arguments in favour of leaving the EU include tho following: 

* Loss of sovereignty Many Leave voters believe that decisions that involve the United Kingdom should 
be taken in the UK by the UK government, not by bureaucrats in Brussels where the EUs administration 
is located. It is argued that the EU institutions are not accountable to voters, 

* Opposition to immigration The free movement of labour principle of the EU results in net inward 
‘migration into the United Kingdom from cher EU countries, Many Leavers believe that the United 
Kingdom should take back control of its borders so as to regain the ability to restnet immigration, and 
control the range of skills of workers whic enter the country in accordance with needs, 

L s 


"tain composed of England, Sctland Wales The United Kingdom on the aiher hand is composed al the three countries of tain 
plus Northam beland Theil nare a United Kingdom cl Great tem and Northern rand 
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* Opposition te the customs union As a member of the EU customs union, the United Kingdom is unable 
to negotiate trade agreements with third countries independently, as it must conform to the common 
‘external policy toward third countries of the EU. Leaving the EU would mean that the United Kingdom 
can negotiate any trade deal it wishes with any other country or group of countries. 

* Opposition to contributions to the EU budget The EU collects money from each of he member 
countries, which is spent on the Common Agricultural Policy, support for depressed regions, and ot! 
activities. EU membership has a net cost tc the UK of 7.1 bilion pounds annually, which amounts to 
about 0.03% of GDP according to the Office of National Statistics. Opponents ta the EU, or Leavers, 
argue that the UK should take back control over how this money is spent. 

* Opposition to the euro The United Kingdom has not adopted the euro as noted above. However, 
numerous economists argue that the survival of the euro depends on the eure zone countries becoming 
‘even more economically integrated such as through a fiscal union. As Leavers ere opposed to more 
integration and los of sovoveignty, they see the euro as a threat, 

* Opposition to the Common Agricultural Policy (CAP) The CAP, which supports EU farmers though a 
range of interventiarst measures such as price controls and subsicics, absorbs a large proportion of EU 
funds, Yet it prmnctes inefficiency. Leavers argue that the United Kingdom does not need support of the 
EU's CAP nor do they want to contribute to its funding 

* Opposition to legislation protecting workers It has baen argued thot EU legislation that protects 
workers rights is costly, that very significant savings could be made by getting rid of social and 
‘employment protection. 

* An argument from the political right: the EU imposes too many regulations Some peopl 
‘ho EU has too many rules and regulations as well as social protection (see above) 
activity and private initiative, while promoting left wing princip 

* An argument from the politcal left: thv EU supports big corporations People on the opposite end 
‘ofthe political spectrum argue that tho EU gives too much power to large corporations, supporting the 
interests of powerful tos. 

The main arguments in favour of remaining in the EU include the following: 

* Trade with the EU Roughly 50% of the UK's exports are toward the EU, with markets of over half a billion 
people, to which the Un ted Kingdom has ree access with no trade rastnctions. If tho United Kingdom 
leaves the EU, it will be very difficult if at all possible to negotiate trade deals with other countries that 
could replace the trade lost with the EU. The result would be a signticant decline in UK exports. 

+ Investment Much of UK investment is linked with the guaranteed markets of the EU that the United 
Kingdom experts to. Leaving the EU and the potential ost af the EU markets poses a risk that UK 
investment wil suffer. 

+ Foreign direct investment (FDI) The United Kingdom attracts a lot of foreign direct investment because 
it offers free access to the markets of the EU countries. Leaving the EU creates the risk that FDI wil leave 
the United Kingdom, going to EU countries that maintain that access 

+ Jobs and employment The above risks that arise from trade and investment create risks for the labour 
‘market that would suffer from a reduction in available jobs. 

+ Carrying out business in EU countries Common rules for carrying out business mean that there is no. 
red tape and national regulations that UK firms must confront in their dealings with other businesses in 
the EU countries. 

+ EU worker legislation The EU has laws about equal pay for men and women; four weeks paid annual 
leave for all workers; bans cn diserimination due to age, race or sexual orientation; plus numerous other 
benefits for workers 
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+The issue of immigration Some supporters of EU membership argue that immigration is a rich source of 
culture that should be welcomed. ts moreover an important source of labour sls of which there are not 
enough in the United Kingdom. Without immigrants there would be shortages of labour in the hospital and 
care services, as well as building and service industries. Moreover, nearly 750000 UK citizens live or work in 
‘other EU countries. UK citizens would lose the right to move to an EU country to live and work there. 

* The Common Agricultural Policy (CAP) The CAP is in the process of being reformed, with a view to 
reducing its nefiiencis. If the United Kingdom remains in the EU it could participate in t reform. 
which could work to the United Kingdoms long-term interest. 

* The fall of the pound A Leave vote in the referendum was expected to result in a sharp drop in the 
pound due to the uncertainties that Brexit would create in the business world, In fact the pound did 
suffer a precipitous decline, which created inflationary pressures, Since the reforendum, the UK has 
‘experienced inflation, and with nominal incomes stagnant, real incomes heve been falling. 

* Global political influence i s kely that the United Kingdom can have a greater influence in global 
polities and negotiations as a member of a large a powerful bloc Ike the EU, rather than acting on 

The referendum of June 2016 did not mean that the United Kingdon: would immediately leave the EU. 

in March 2017, the Briush Prime Minister formally informed the EU that the United Kingdom was leaving 

{through the so-called Article 50), Following this, the United Kingdom had a period of two years to 

negotiate with the EU the nature of its relationship with tho EU after its formal departure, scheduled to 

bility to compl ions, this de tended to 31 


It bacamo apparent during the negotiations that tho United Kingdom wanted to maintain free trade with 
the EU, from which it has tremendous s, but with restrictions on immigration. The EU on the other 
hund refused to split the free movement of goods, services, people and capital 


Applying your skills 
1. Distinguish between membership in the European Union and membership in the European Monetary 
Union. 


2 Using an appropriate diagram expla 
the United Kingdom. 


3 Explain the difference between nominal and real incor 
why real incomes in the United Kingdom have been falling. 


4 Upto the tine of Br verous studies had tried to predict the economic effects that this would 
have, Most of these were pessimistic but highly variable, predicting mildly negative to very strongly 
ative effects, Investigate the effects that Brexit has had on the UK economy by examining 


why the drop in the pound ereated inflationary pressures in 


Using tha information in the text explain 


a the value of the pound in relation to the eur, 
b exports, 

the curent account, 

d unemployment, 

e inflation, 

f economie growth, and 

g foreign direct investment, 
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15.3 Econornic 
integration: monetary 
union 


Monetary union 


Typ: Reis this section after you have studied exchange 
rates in Chapters 16 and 17 as you will then he 
Perr understand the material n this section, You wit! be 
rende in Chapter 17 to return to this section. 


Monetary union involves a far greater degree of 
integration than a common market, and occuri when 
the member countries of a common market adopt 

a common currency and a common central bank 
responsible for monetary policy, A monetary union 
hus been formed by a number of the countries of the 
European Union, known as the euro zone countries. 
There are many other irudiag Blocs around the world 
that have plans to forn: a monetary union in the future. 


allowing years of preparation for monetary union, 
11 countries cf the European Union adopted a 
single currency, the euro, in 1999. These countries 
Belgium, Finland, France, Germany, 
Taly, Luxembourg, the Netherlands, Portugal 
and Spain, They were joined by Greece in 2001, 
Lovenia in 2007, and Cyprus and Malta in 2008. The 
countries that have adopted the euro are menibers of 
the European Monetary Union. On 1 January 1999 
the new currency, the euro, came into being and the 
currencies of the participating counties were locked 
together through fixed and absolutely unchangeable 


exchange rates. Euro notes and coins were introduced 
fon 1 January 2002 and for the period of one year 
they coexisted side by side with national currencies, 
On 1 January 2003 the national currencies of the 
participating countries were abandoned and the euro. 
became the sole currency of the curo zone countries 


The creation of the European Monetary Union was. 
‘one of the most significant economic events in the 
post-Sccond World War period, asit was the first time 
ever that such a large group of countries gave up their 
national currencies to adopt a single common currency. 
As part of their preparation for membership 

countries had to a 

as ‘convergence requirements’, including limiting their 
rate of inflation, limiting eir budget deficit to 3% of 
GDP, limiting their yovernment debt to 60% of GDP, 
and others, Moreover, in adopting the common currency, 
they gave up a significant part of their economic 
sovereignty toa supranational body, the European 
Centra! Bank, which assumed the responsibility for 
monetary policy for all the member countries, Following 
the adoption of the curo, the member countries gave up 
control of their money supply and their ability to carry 
out their own monetary policy, transferring these powers 
from each of their national central banks to a single 
institution, the European Central Bar 


Monetary union, or the formation of a single currency, 
can be partly thought of as a system of "fixed exchange 
rates among the participating currencies, but one in 

which there is no possibility ever of changing the value 
‘of one currency in reiion to another (no possibility of 
ever revaluing or devaluing, see Chapter 16). 


ST Yai UNDERSTANDING 15 


Explain the meaning of monetary union. 


Outline why it is a higher form of integration 
than a common market. 
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15.4 World Trade 
Organizati 


LEARNING OBJECTIVES 


WTO functions and objectives 


The World Trade Organization (WTO) describes itself us 

an organisation for liberalising (freeing up) trade, with 

the following objectives and functions 

* H ndmininters WTO trade agreements, The WTO 
helps in the implementation and administration of 


Hi providex a forum for trade negotiations. The WTO 
provides a forum for members to discuss their trade 
problems and negotiate trade agreements on how to 
liberalis trade. This is one of the most important 
WTO functions. 

^ H handles trade disputes. When WTO members 
disagree on trade issues, the WTO makes decisions 
to resolve the differences on the basis of the legal 
foundations of the trade agreements 

+ H monitors enional rade polices. The WTO carries 
out periodie reviews of its members’ national trade 
policies Members are required to notify the WTO 
of any changes in trade policy The WTO also 
examines new trading bloc arrangements. 

^ dt provides technical assistance and training for 
developing countries, The WTO provides assistance 


in the oris of training of government officials as 
well as journalists, academia and private sector 
representatives in developing countries on trade- 
‘ated issues arising from WTO trade agreements, 

M facilitates co-operation with other international 
organisations The WTO co-operates with other 
international organisations (such as the World Bank 
and International Monetary Fund discussed in 
Chapter 20), in order to facilitate co-ordination of 
global polices 


The WTO's influence in international 
trade: criticisms and challenges 


‘The WTO claims to efi benefits to the global trading 
system arising from ts contribution to the development 
of fee trade, the establishment of an effective system of 
‘trading rules and mechanism to resolve trade disputes 
between countries. Yet the WTO is a highly controversial 
‘organieaion in the world today, rousing passionate 
{sings among both supporters and critics 


"Ihe WTO is accused of promoting trade rules that 
do not favour developing countries 
The most comprehensive and far-reaching trade 
liberalisation agreement in history, the Uruguay Round, 
‘was achieved in 1994 under the GATT, the WTO's 
predecessor, It resulted in tari reductions of 33% 
‘on average, with the share of goods with no arl 
asing from 20-22% to 40-45%. Yet the agreements 
ot succeed in providing countries with equal 
‘opportunities to share in the benefits of increased trade 
‘The 1997 Human Development Report ofthe United 
Nations Development Programme (UNDP) summarises 
impacts of the Uruguay Round. 


‘Poor countries often lose out because the rues of 

the game are biased against them, particularly those 
luting to international rade. The Uruguay Round. 
made lite difference. Although developing countries 
have three-quarters of the world’s people, they wil get 
only a quarter to a third of the income gains generated 
and most of that will go toa ew powerful exporters in 
Asia and Latin America 


^h ciglenglhtnen tc e/ehata. Alea eh 


T Unted Nations Developer! rare, Human Development Report 197 (scalable «i http hárunde eraen}, p. 85. 
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History and background to the World 
Trade Organization 

During the Great Depression of the 
1930s, when countries around the world 
were suffering major declines in output 
and high rates of unemployment, they 
resorted to tariffs and other restrictions 
to limit imports and protect domestic 
production and employment, As each 
county raised its tarifs, it provoked 
retaliatory tariff increases from its 
trading partners, resulting in tan 

wars’ that greatly reduced the volume. 
of international trade without positive 
affects on output and employment. 


Figure 15.5: Quezon Cty Philppines, Protestors opposed to WTO 


in TO niaaa membership believed tc have lad to massive flooding of importad 


agreement known «s the General ; rii i 
Agreement on fanfisand Trade (GATT), (20 and aanculra produ 
Intended to gradually liberalise (free up) 

international trade and prevent further outbreaks of tarif wars. Up to that time, all countries had been free 
to impose any type of trade protection measures on imports from other countries 


‘Tho GATT was based on the following principles 


+ non-discrimination: equal, non-diseriminatory treatment for all member countries; this means that a 
country's trado policy cannot discriminate between its trading partners (or example, it cannot impose a 
higher tariff on imports from one country and a lower one on imports fram another country); exception. 
was made for bilateral and regia! trading blocs 

* elimination of non-tariff tradi harriers: gradual elimination of non-tariff bares (quotas, subsidies, 
administrative barriers); exceptions were made for agricultural products ond countries with balance of 
payments difficulties 

+ consultations to rescive trade disputes: GATT provided a forum for 
between countries 


iscussions to resolve disagreements 


The members of GATT would periodically conduet ‘rounds’ of negotiations in which they tried to achieve the 
above objectivas They conducted eight rounds in total, the lat cie being the 'Uruguay Round! (because it was 
launched in Punte del Este in Uruguay), which lasted from 1984 to 1994. In 1994, by which time the member 
countries had increased to 124, an agreement was reached to replace the GATT by a new international trade 
body. This body was established on 1 January 1995, end was called the World Trade Organization (WTO) 


Today, the WTO provides the institutional and lagal framework for the trading system that exists between 
member nations worldwide. As of 2019, it had 164 members, accounting for over 98% of the value of 
global trade, In addition, it had 23 "Observer" countries, which must apply for full membership within five 
years of having Observer status. 


Applying your skills 
1. Explain the main purpose behind the creation of the GATT, which was the precursor of the WTO. 


2 In view of increasing protectionist trends in the global economy, and the dangers posed by trade wars, 
discuss the potentially important role of the World Trade Organization in the global economy. 
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Reasons for the unfavourable ueatment of developing 

countries included the fellewing: 

© Developed countries received greater tariff 
reductions than developing ones 

^ The practic: of making increased use of non-taril 
and hidden barriers against developing country 
exports was not sufficiently addressed. 

^ Whereas the Uruguay Round provided for 
reductions in agricultural subsidies, these were uat 
implemented because of resistance in developed 
countries 


‘+ Protection of intellectual property increased the 
costs of acquiring new technology by developing 
countries 


^ Multinational corporations (MNCs, see Chapter 20) 
no longer had to buy ther supplies locally; this meant 
they could no longer iuctease demand for locally 
produced goods and services, which would increase 
local employment 


“The WTO has been unable to reach an agreement 
on ageicultural protection and services 
1n 2001, the WTO began negotiations known as the 
"Dol Development Round’ (launched in Doha, 
Onlar). However, it soon became apparent that 
developed country interests were dominating the 
wegotiations, By the end of July 2008 the negouint 
collapsed, mainly because of the inability o reach 
agreement on protection of developed counte farmers, 
Developed countries have long been protecting their 
farmers through production and export subsidies, with 
iumerous negative effects on the farmers and economies. 
of developing countries (See Real world focus 14.2, 
Chapter 14 and Chapter 19) 
While farmer protection continues in many developed 
countries, particularly the United States, the European. 
Union and Japan, one key success of the WTO should be 
noted here, which is an agreement in 2015 to phase out 
export subsidies (Real world focus 14.2, Chapter 14). 


“The WTO is accused of not distinguishing between 
developed and developing economies 

The WTO treats all countries as if they are at the same 
level of development, with the sole exception i Leas 


Developed Countries (low income countries identified 
by the United Nations which face severe constraints 

in achieving sustainable development (to be discussed 
in Chapter 18)). This means that agreements requiring 
countries to lower their trade protection for the most 
part apply to developed and developing countries alike. 
However, there are many developing countries that may 
need trade protection on the grounds of developing 
their infant industries or diversifying their production 
and economies to reduce reliance on primary products 
(primary commodities). 


‘The WTO is accused of ignoring environmental 
and labour issues 

H is argued that the WTO coes not pay enough attention 
to issues relating to the environment, For example it 

has encouraged removal of trade barriers on imports 
from countries that have low environmental protection 
standards 1t has also not tried to reduce subsidies on 
activities shat harm the environment such as agriculture, 
oni and transport. Supporters of the WTO angue that 
{iss the fault of the member countries which are not 
sufficiently interested in addressing environmental ses, 
Developed countries oppose the elimination of subsidies, 
While developing countries claim that WTO rules relating 
{othe environment may be a form of ‘hidden’ protection. 


Regarding labour standards, the WTO is accused of 
issues like child labour or other violations of 
nationally accepted labour standards, The WTO 
has not linked the removal of trade barriers to improved 
labour practices, Developing countries oppose 

inclusion of labour standards in trade agreements, in 
art because they an: afraid that this can also be used as 
‘typeof "hidden protection. 


WTO meirbers have unequal bargaining power 
From a formal point of view, decision-making in the 
WTO is democratic because of the WTO rule that 

cach member country has one vote? Yet decisions are 
usually made by consensus, meaning that once there is 
a proposed decision, a consensus emerges if no member 
present at the meeting objects to the decision. 

Critics argue that the WTO is actually undemocratic, 
and decisions are based on the power of members in 
spite of the one vote per member rule, Economically 


# This ie in contrast to the voting powers at the Intemational Monetary Fund (MF) and Wer Bank ee Chapter 20) where voting power in 


acenndanca wth the sas f 


Viutons to the budget, qug obwous powers t the larger and weather counties 
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powerful countries dominate agenda-ietting and 
express opinions that carry greater weight. Less 
powerful countries often remain silent and give in to 
the demands of the more powerful in fear of possible 
retaliation, 


In addition. the difficulty of reaching a consensus in 
View of the large number of countries involved leads to 
the formation of country coalitions which increases ths 
power of the wealthier countries. Another issue. 

Tis process of negotiations, which includes meetings that 
often restrict participation to the more influential and 
dominant counties. This, combined with the sometimes 
Weak negotiating abilities of weaker members results in 
‘outcomes that favour the more powerful 


‘The silence of developing counties vas an important 
factor in the outcomes of the Uruguay Round of 1994 
{soe above), which benefitted the developed countries. 
In view of the above issues there have been many calls 
for reforming the WTO's decision-making process with 
a view to making it genuinely democratic and hence 
more effective, 


A key challenge faced by the WTO: fragmentation 
of global trade 

«tion to agreeing on the phasing out of export 
subsidies (see above), the WTO also succeeded in making 
in agreement between some of the WTO memb 
involving cutting tariffs on information techology. Alo, 
the WTO is credited with having prevented! o return to 
full scale trade protection during the ploba financial 
crisis beginning in 2008, 


In spite of these successes there are concerns that the 
WTO has come to a stalemate created by developed 
country demands that developing counties open up their 
markets to industrial products and services, while they 
themselves continue t offer protection to their farmers. 


Moreover, thers are fears that the global trading system 
may be facing a setback because of growing trade 
protection tendencies around the world, strongly reinforced 
by te position of the United States since 2018 (sce Real 
world focus 15.2). In addition, growing impatience with 
the WTO as the main mechanism for trade liberalisation 

ix a factor that has resulted in a significant increase in free 
rade agreements around the world, The number of trade 
‘agreements reported o the WTO grew from 20 in 1990 0 
159 in 2007 and to 270 in 2017. 


Another response on the part of countries impatient 
‘with the WTO has come in the form of plurilateral 
‘agreements, suggested by the US and Canada, which 
involve agreements by WTO members on a voluntary 
basis, Plralistic agreements have been strongly 
criticised on the grounds that they will seriously 
‘undermine the multilateral approach of the WTO 
Which involves participation in agreements by all 
member countries, 


Another key challenge faced by the WTO: the 
blocking ofits powers to resolve disputes 

One of the most important roles of the WTO is its 
bility to resolve trade disputes between countries 
that disagree on trade practices. The WTO has been 
carrying out this function through its "Appellate 
Body", a committee of seven judges who hear 
‘complaints of WTO members against other WTO 
members with whom there are disagreements. The 
decisions require that the disagtesing parties must 
comply with international trading rules, thus resolving. 
disputes. In December 2019 the United States blocked. 
the appointment of new judges of the Appellate Body. 
I this issue i not resolved it is feared that as a result 
nue to carry out this 


"m 
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US meat labelling provokes re 
and Mexico 

In 2008, Canada and Mexico accused the United 
States of illegally requiring imported pork and 
beef to have country-of-origin labeling (COOL). 
According to officials, ‘Country of origin label 
harms Canadian and Mexican livestock producers, 
as well as US, processors and producers." 
Supporters of this labelling in the United States 
argued that it was important for consumers to 
know where the meat came from. Opponents 
argued that in view of food safety inspections 
already in place, the labelling aid not contribute 
anything to food safety. Instead, they claimed that 
this was a form of hidden, protection that created 
complex bureaucratie procedures resulting in Figure 15.6: WI 
higher prices of imported meat, making it less Unted State 
competitive in the US economy. 


mon, Maryland, USA, Meat labeling inthe 
hat violated WTO rulos 


Canada and Mexico took the caso to the World Trade Organization, which found that COOL was in 
Violation of international trade rulas. In December 2015, the WTO announced that Canada was losing 
'USS740 million annually and Mexico about US$228 milion annually, as a result of COOL. In December 
2015, the WTO therefore gave permission to both Canada and Mexico to retaliate by imposing tariffs on a 
rango of imported products from the United States, 


Reaction in the United States was swift, Faced with the prospect of retaliatory tariffs by Canada and 
Mexico, a US official said, f Canada arc Mexico take steps to raise import duties on U.S. exports, 
only harm the economies of all three trading partners’ 


ft wil 


In Docember 2015, the United Siatos repealed the COOL scheme. 


Sources: www cbe ca; 
wiwiithoglobeandmail com; 
www ietsd.org; 


CBS News 2015; Panetta 2015; International Centre for Trade and Sustainable Development 2016 


Applying your skills 
1 Identify the type of trade protection that COOL represented, 


2 Using an AD-AS diagram, explain the statement that COOL harmed 'US processors and producen 
Using the same diagram, explain the effect that COOL had on consumers. 


Using an international trade diagram, explain the US claim that if Canada and Mexico were to impose 
tariffs (import duties) it will only harm the economies of all three trading partners 


m a Gl 
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TEST YOUR UNDERSTANDING 15.4 
1 
2 
3 
4 


THEORY OF KNOWLEDGE 15.1 


What are the objectives of the World Trade Organization (WTO)? 
What are some positive contributions of the WTO to the glabal trading system? 
What ate some criticisms of the WTO? 

Explain some challenges faced by the WTO 


Is there a moral aspect in the economic argument in favour of free trade? 
Perhaps the strongest economic argument in favour of free trade is that It leads tc greater efficiencies in 
production and an improved allocation of resources. If the different types of trade protection discussed 
removed, there would be efficiency improvements, fet everyone recognises that 
involve both winners and losers: those who gain ‘rom trade protection lose from the 
removal of trade protection; and the losers from trade protection become the gainers after its removal 


In view of the fact that there ar It possible to argue in favour of free trade on 
a purely socie! scientific bas judgements? Wellare analysis shows that the gains to society 
v than the losses from a removal of trade barriers, but even so, there is stil a moral judgement 
ment Irs okay to sacrifice. being of some people for the sake of gains in the 


-being of a larger number of people.’ Economists (ond others) recognise this point 


Economists found the soluti i» as the Hicks/Kaldor criterion" according to which 
winners can afford to compensate the loser: and still be better off, then the removal of trade bari 
the switch to froo trade is scientifically justified 


his could mean that the government taxes the ind then somehow pays the losers 
losses, However, in the roai world this practically never happens. When ii never happens, 
‘economists, for their part, can argue that they have done their job as economists, and from there on itis 
the governments’ responsibilty to pursue the right policies, 


However, if economists recommend, and governments adopt free trale policies, In full knowledge that 
there will not be any compensation of the losers, is the recommenclaiion stil ree of moral judgements? Or 
is it based on the seme moral judgement as that noted above, that "Its okay to sacrifice the well-being of 
some people for che sake of gains in the well-being of a largor number of people,’ 


We will return to the topic of free trade in Theory of knowledge 20.1 in Chapter 20. 


Thinking points 

+ Do you agree that there is a moral judgement in the economic argument in favour of free trade? 

+ 7 Mfthere is a moral judgement, does it matter that it is generally ‘covered up! and ignored in discussions. 
of free trade? 


* Do economists have a moral responsibilty toward societies when making policy recommendations, or 
can they make recommendations in the belief that they are functioning purely as social scientists? 


ith ecnotit John Hicks and Hungarie bom eccrcmist Nicholas Kaldor Hicks and Kaldor were 
cis of he 20h centu. 
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The following questions wil help you reflect on your learning anc enhance your understanding of key 
topics in this chapter. They are suggestions for inquiries that you can undertake on your own or in groups 
in order to revise the learning objectives of this chapter. 


1. Examine whether the country you live in is a member of one or more trading blocs, Examine, too, 
whether it is currently in the process of negotiating the formation of or entry into a new trading bloc. 
in each case, what form of integration is involved: free trade agreement, customs union or common. 
market? Are the agreements bilateral or regional? Choose one or more of these trading blocs and try 
to determine which stakeholders are likely to be better off or worse off as a result of the agreement, 
Try to identify the possible advantages and disadvantages for stakeholders and for the economy, 


Since the time of writing of this book, the trade war that began in early 2018 between the United 
States and several other countries is likely to have evolved. Examine the current situation: was the 
trade war resolved with tariffs gradually being phased out; did it escalate with more tariffs being 
imposed; has it spread to more countries which have been affected by trade barriers? What, if any, 
has been the role of he World Trade Organization in resolving the disputes? Was or is your country 
involved in the tile war? If so what have been some of the consequences? 


Examine the most recent developments regarding the WTO's role in resolving disputes, Have ther 
been any new appointments to the Appellate Body? What are the prospects for this role of the WTO? 
What possible factors might be leading to the developments’ 


4 STYLE QUESTION 
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^ Chapter 16 


Exchange rates andthe 
bal 


* Perhaps you have travelled to 2 foreign country or know others who have. When travelling, you pay for 
goods and services using that county s0 you need to exchangi 
currency. What do you think determines t " you pay to exchange c 


ney forthe foreign 


‘This chapter examines the 


monetary or financial side of international links between 
countries. We will discover how exchange rates are determined and we will esamine 
the positive or negative consequences of exchange rate changes. 
the balance of payments accounts, in order to see how countries 
international money flows, 


ili then study 
d and oversee 


— 
«0 > 
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46 Exchange rates «nd the balance of payments 


16.1 Floating exchange 
rates 


Demand and supply of 
foreign exchange 


At any moment in time, thers is a continuous flow of money 
in and out of every conntry in tbe world. This happens 
because the residents ofeach country, whether individuals. 
or groups of individuals, or firma, or the government, have 
ansaction (or dealings of any kind involving money) with 
the residents of other countries International transactions 
involve the use of different national currencies know 
as in exchange, These national currencies ane tr 
for ch other in the foreign exchange market, where 

dividuals firms, banks, other financial institutions and 
governments buy and sell currencies The foreign exchange 
market is not a centralised meeting place, but involves any. 
location where one currency can be excu for another, 
and any individual or organisation that engages in the 
exchange of one currency for anche: 


ial 


Suppose you area resident of Russia travelling lo 
Denmark, You will want fo exchange some of your. 


Toubes for Danish kroner, To do this, you ‘sell your 
roubles and "uy Danish kroner in the foreign exchange 
market. The reason you must do so is that the residents 
fof Denmark usually prefer to be paid in Danish kroner, 
Likewise, residents of European Monetary Union 
countries (the countries of the European Union that 
ave adopted the curo, also known as euro zone" 
countries} want to be paid in euros; and residents of 
Chile want to be paid in Chilean pesos 


‘The foreign exchange market, like any market, is made 
up of demand and supply of currencies Asa traveller 
from Russia, when you change your roubles into Danish 
Kroner, you demand Danish kroner, and you suppl 
‘roubles in the foreign exchange market 


Similarly, supposs residents in the United Kingdom and 
Japon want to trade with each other, When Japanese 
‘residents import from the United Kingdom, they buy 
British pounds with which to pay UK exporters; they 
‘therefore demand British pounds in the foreign exchange 
mie. To receive the pounds, they sell or supply yen in 
the foreign exchange market, When UK residents import 
from Japan, they demand yen, and supply pounds in the 
foreign exchange market to receive the yen. 


This simple tvo-country example illustrates the 
‘equivalence between the demand for a foreign currency 
and the supply of a domestic currency The demand 

for pounds is equivalent to a supply o d the 

nd for yen is equivalent to a supply of pounds. 
There is a similar equivalence in the real workd where 
"here are many different currencies: the demand for yen ir 
equivalent to the supplies of all other currencies offered 
or sold) in the foren exchange market to buy yen. 
Similarly, the demand for pounds is equivalent to the 
supply of all other currencies offered to buy pounds, 


The demand for foreign currencies generates 
a supply of domestic currency; and demand 

for the domestic currency generates a supply 
of foreign currencies. In a simple two-currency 
example using pounds and yen, it follows that: 


demand for pounds e» supply af yen 


demandíoryen — e» supply of pounds 


Exchange rates 


IF national currencies can be exchanged for cach other, 
there must be some mechanism of establishing the value" 
‘of each currency. This is done through the exchange rate, 


m) 
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which is the value of one 
another. Consider a spot 
the US dollar and the cur: 


‘+ number of dollars per euro: L5 dollars = 1 euro 
‘+ number of euros per dollar: 0.67 euro = 1 dollar 

The first expression gives the value! or ‘price’ of L euro in 
terms of dollars showing how many dollars must be given 
up to buy 1 euro, as well as how many dollars can be 

otten if one euro is given up, The second gives the lue" 
‘price’ of 1 dolar in terms of euros, showing ho many 
euros must be given up to buy 1 dollar, as well as how 

many euros can be gotten in exchange for one dollar. The 
two expressions are equivalent, They bave o be, since the 
value of each currency i expressed us terms of the other. 


rency expressed in terms of 
ical exchange rate between 


To understand how exchange rates are determined, 
we will consider two ‘pure’ exchange rate systems: the 
floating exchange rate system, and the fixed exchange rate 
system We will also study the actual system used by most 
countries today, knowa as a managed float, or managed 
exchange rate system, which lies in between the two "pure" 
systems, though itis closer to latin exchange rates 


Determination of floating exchange rat 


Tn à nuting exchange rate system (also known as xb 
exchange rate system), exchange rates are determined 
by market forces, or the forces of demand and supply. 


with no government or central bank iterventioa in the 
foreign exchange market 
Consider a simplified world with two curencies, the US 


dollar and the curo. In a floating system, the ‘price’ of 
the dollar and the "price! ofthe euro are each determined 
in the same way that prices are determined in any free 
market, However, as we Loon from our discussion above, 
the ‘price’ of one currency is always expressed in terms 
of another currency, as there is no independent unit we 
can use to express the value of currencies 

Figure 16.1(a) shows the market for dollars The horizontal 
axis measures the quantity of dollars, and the vertical 
axis measures the price of dollars in terms of euros. The 
densan curve represents the demand for dollars, and the 
supply curve represents the supply of dollars 


The demand for dollars, shown by a familiar downward- 
sloping curve, comes from euro zone residents who need 
dollars to carry out transactions in the Uried States 
curo zone importers buying goods [rm the US, euro 
zone investors who want to invest in the US, consumers 
going on holiday to the US, ete, The downward slope of 
the curve indicates that as the peice of dollars in terms 


The market ior US dollars 


HIMMEL 
H (eae 
Š oso 
2 equilibrium 
go exchange rate 
* oso 
H Dfors 
LI ln] 
o Gois Toliar] 
b The market for ouros 
* excess supply of € $o(€ 
H p. M 
HS 
© 50). equum. 
Fai exchange nte 
ous 
s acens damane Diore 
i demand E) 
o Dot € (ours) 
Figure 16.1: Exchange ais determination in a loaning 


‘exchange rate system 


‘of euros increases, euro zone residents buy fewer dollars 

if 0.80 euro are needed to buy | dollar, 
idents buy fewer dollars than if 0.5 euro are 
needed to buy 1 dollar. 


"The supply of dollars shown by a familiar upward-sloping 
curve, comes from US residents who would like to e 
dollars to buy euros: US residents who would like to 
import goods from euro zone countries or who want 
o take a holiday in a curo zone country, or who plan lo 
invest in a euro zone country, elc, To see why the supply- 
‘of-dollars curve is upward sloping, consider thats the 
price of dollars is 0.5 euros per dolls, US residents need to 
supply | dollar to buy 0.5 eure worth of eure zone goods: 
if the price of dollars increases to 0.8 euro per dollar, then 
by selling I dollar US residents can buy 0.8 euro worth of 
curo zone goods, As the price of dollars goes up, euro zone 
goods become cheaper, and so more dollars are supplied. 


a2) 
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‘Therefore, as the price of doibus in terms of euros 
increases, the quantity of dollars supplied increases 


The intersection of the demand and supply curves 
determines the equilibrium ‘price’ of the dollar in terms 
of the euro: this is the equilibrium exchange rate, which is 
(0.67 euro per dollar. I the exchange rate Were higher than 
the equilibrium, say at 0.8 euro per dollar, there would be 
an excess supply of dollars At any exchange rate lower 

vi the equilibrium, such as 0.5 euro per dollar, there 
would be an excess demand for dollars 


Ina floating exchange rate system, the 
‘equilibrium exchange rate is determined by the 
forces of demand and supply at the 

the quantity of a currency demanded equals 
quantity supplied, without any government or 
central bank intervention, 


Figure 16.1) shows the market for euros. 
demand for dollu 1s equivalent to the supply of euros, 
and the supply of dollars is equivalent to the demand 
for euros, i follows that when we determine the pri 
‘of dollars, we also determine the price of euros The 
demand curve, showing demand for euros by US 

res Ment who want to buy euros to import, travel, vet, 
fc. in euro zone countries i a reflection ofthe supply- 
of-dollars curve in part (a). The supply curve, show 

the supply of euros from euro zone residents who want 
to buy dollars to import, travel, invest, ete in the United 
States, is a reflection of the demand-for-dollars curve 

în part (a). The intersection of the demand-for-euros 
and supply-of-curos curves determines the equilibrium. 
exchange rate, or the "price! of the euro in terms of the 
dollar, which is 1 euro = 1.5 dollars, 


The two equilibrium exchange rates in Figure 16.1 are 
to euch other, At any other exchange rate, 
are i disequilibrium. When the price of 
dollars in terms of euros is 0.80, there is an excess supply 
of dollars that corresponds to an excess demand for 
curos When the price of dollars in terms of euros is 
1150, the excess demand for dollars reflects an excess 
supply of euros. 


Exchange rate changes: appreciation 
and depreciation 

Once an exchange rate settles at is equlibrium value, 
will remain there until there is a change in demand 
Or supply of the currency, expressed as a shift in the 
currency demand or supply carve. 


Figure 16.2 shows how a currency changes in value 
in response 1o changes in demand or supply of the 
currency. An increase in the value of a currency (such 
as the dollar) in a floating exchange rate system is 
calisd an appreciation. This is shown in Figure 16.2(a) 
to result from an increase in the demand for dollars, 
causing the demand-for-dollars curve to shift to 

the right, resulting in a higher exchange rate ez. In 
addition, it may result from a decrease in the supply 
of dollars, shown in part (b), causing the supply-of- 
dollars curve to shift to the eh. 


A fallin the value of a currency (the dollar) in a floating 
exchange rate system is called a depreciation. The value 
‘of the dollar decreases in Figure 16.2(c) due to a fall 

in the demand for doitars, causing a leftward shift in 
the demand-for-doliars curve, hence a fallin the value 
of the dollar toe: or in part (d) due to an increase in 
the supply of dollars causing a rightward shift in the. 
supply-of-dollars curve, 


9 $ sopreciation due to 
increase in demand for $ 


b $ appreciation dua to 
decrease n supply of $ 


ws 


^ ^ 
a 5 
o, 
D rrr [rz 
€ $depcitondueto d $ depreciation due to 


decrease in demand for increase in supply of$ 


ws ^ 
Qi 
o Gas o qas 


Figure 16.2: Exchange rate changes in a floating exchange 
rate system 


‘The same general principles apply to the international 
system consisting of many national currencies When 
fone currency appreciates it does o against all others in 
a floating echange rate system, meaning that all others 
depreciate relative to it. When a currency depreciates, all 
other currencies appreciate relative to it 


"D 
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In a floating exchange rate system, appreciation 
(increase in value) and depreciation (decrease in 
value) of a currency occur as a result of changes in 
demand or supply for a currency in the absence. 
of any government or central bank intervention. 


| State why exchange rates are measured in 
terms of the quantity of another currency. 


2. Explain how exchange rates are determined 
in a floating exchange rate system. 
3 Explain how each of tho fellowing 
affects the demand or supply of the US 
dollar 
a An investor from the United States. 
invests in the stock market of Brazil. 


b A Peruvian importer buys goods from 
the United States 


< AUS resident travels to China as a 
tourist 


d The United Statos contributes to forsign. 
aid in Africa 


4 Define appreciation and depre:iation of a 
currency 


5 Suppose the United States would Ike to 
increase its imports from euro zone countries. 
Using diagrams, show the effects on 


5 the value af the US dol 
5 teens, 


y, and 


c State which currency vill appreciate and. 
which wil depreciate 


Causes of changes in 
exchange rates 


In the real world, there are numerous ongoing changes in 
demand and supply of currencies, causing exchange rates 
of most currencies around the world to fluctuate on à 
daily or even hourly basis 


Changes in currency demand 


Currency demand involves factors that lead to inflows of 
funds rao a country. 


Exports and factors affecting exports 


Foreign demand for exports of goods. Changes in foreign 
demand for a country's exports affect its exchange rate 

IF there is an increase in foreigners’ demand for Swiss 
Watches, the demand for Swiss francs increases, the 
demand-for-rancs curve shifts to the right, and the franc 
appreciates. If foreigners’ demand for Swiss watches 
{alls the demand for francs decreases and the franc 
depreciate. 


Foreign demand for esports of services, such as tourism 
services, An inereuse in tourism from abroad represents 
an increase in ports of services (tourism services 
‘Tourists coming from abroad demand more of the 
country's currency and the currency appreciates, I 

ours from abroad falls demand for the currency falls 
and the currency depreciate, 


The rate of inflation relative to other counties. V Sweden 

experiences a lower rate of inflation than other countries, 

demand for its exports increases as ther countries 

‘now find them relatively lew expensive. The increase. 

n Swedish exports causes demand for Swedish kronor 

(he Swedish currency) to shift to the right causing 

the Swedish kronor to appreciate. If Sweden's rate of 
that of other countries, forel 

i and demand for the Swedish 

Vd the kronor depreciates. 


kronor falls, 


Relative growth raies, If Kenya's trading 
experience higi economic growth, this means that 
their incomes are rising and so they demand more 
exports from Kenya, the demand for the Kenyan 
sting increases, the demand-for-shilling curve shifts 
To be right, and the shilling appreciates. By contrast, 
lower economie growth or recession in Kenya's trading 
partners will lead to a depreciation of the shilling, 


Investment and factors affecting 
investment 


var foreign direct investment (FDI) and portfolio 
investment, There are two types of investment by 
foreigners: foreign direct investment (investment by 
multinational corporations in productive facilities: 
see Chapter 20) and portfolio investment (financial 
investments, sich as purchase of stocks and bonds) 
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Both types of investment have the same impact on 
exchange rates. If the investment is ard (coming 
into the country), foreigners are bringing in funds 
from abroad by demauiding the domestic currency. I 
foreigners want to increase their investments in China, 
they must buy Chinese yuan, and the demand-for- 
yuan curve shafts to the right, appreciating the yuan. 
Jt foreigners decrease their investment in China, the 
demam for yuan falls and the yuan depreciates, This 
ples to both FDI and portfolio investment 


Relative interest sates, Financial capital (defines in 
Chapter 1, Section 1.1) refers to funds that are used to 
make financial investments, or investments that receive 
‘return based partly on the rate of interest, (Financial 
investments are a type of portfolio ivesrment, defined 
above) For example, savings deposits in banks and 
purchases of bonds depend en the rate of interest that 
Can be received, The hight the rate of interest ina 
country, the more attractive are the savings deposits 
and bonds. If interest rates in the United Kingdom 
increase relative te itetet rates in other countries, 
financial invest ents become more attractive, more 
financial capital will low in, demand for British pounds 
increases, the demand-for-pounds curve shifts to the 
und the pound appreciates, Similar 
resin the United Kingdom fll relative o interest rates 
in other countries, less financial capital will flow it and 
‘he pound will depreciate, Very often expeetarions of 
ncial investor that interest rates will geo fallin a 
country are enough to cause currency appreciation or. 
depreciat 


Other factors affecting currency demand 


Inward flow of remittances Rmittances involve a transfer 
of money from one country to another, in most cases 

by foreign workers who send money from their earnings 
in the country of residence to their family in their home. 
country. In 2015, India and China were by far the largest 
receivers of remittances of their workers abroad who 
sent money home, An increase in remittances into a 
country sent from abroad. for example into India leads 
to an increase in the demand for the Indian rupee and à 
ropes appreciation. A fall in remittances into Indi leads 
to'a fall in demand for the Indian rupee hence a rupee 
depreciation. 

Speculation that a currency will appreciate. Currency 


speculation involves buying and selling currencies to 
make a profit from changes in exch tuge rates Buying 


and selling is based on expectations of future exchange 
Tate changes I currency speculators expect a country's 
currency 1o appreciate, they buy it in the hope of selling 
it lass after its appreciation, thereby making a profit. 
However, as they buy the currency they may cause ito 
appreciate; theres therefore a sell-fulilling prophecy 
at work. Speculators can therefore cause exchange rate 
changes through their actions. 


Central bank intervention to increase the value of a 
currency. Every central bank holds reserves of foreign. 
currencies that it sometimes buys or sells to influence 
the value of the domestic currency (aee below). If the. 
central bank wants to increase the value of the domestic 
currency, it demands (buys) the domestic currency (by 
selling foreign currencies), the demand curve shifts to the 
right, and the currency appreciates, 


Changes in currency supply 


Currency supply involves factors that lead to outflows of 
funds om a country 


Imports and factors affecting imports 


Domestic demand for imports of goods, Changes in a 
country's demand for imports affect its echange rate; 
If consumers in the United States import more foreig 
made cars US importers must buy more foreign 
currencies, and so they supply (sell) more US dollars i 
foreign exchange market, As the supply of dollars 
increases the supply-of-dellar curve shift to the right, 
and the dollar depreciate, If the US demand for foreign 
ars falls, there is à leftward shift in the supply-of-dollari 
curve and the dollar appreciates. 


Domestic demi for imports of services, ch as tourism. 
Imports of tourism services refers to tourists travelling 
abroad to Foreign countries To do so they sell domestic 
currency to buy foreign exchange that they can use 
broad. Increasing numbers of French tourists travelling 
abroad outside of the euro zone means the supply of. 
curo will increase, and so the euro will depreciate. On the 
other hand if the number of French tourists travelling 
abroad outside of the euro zone falls, this means 

‘the supply of the euro will decrease so the curo will 
appreciate 

The rate of inflation relative to other countries. I 
‘Sweden's rale of inflation is lower than that of other 
countries, demand for imperts decreases as lese are 
relatively more expensive compared to domestically 
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produced goods, and supply for the Swedish kronor 
decreases, causing it to appreciate (note this reinforces 
the effec of greater demand for exports discussed 
above) I Sweden experiences a higher rate of inflation 
compared to other countries, imports from other. 
countries with Lower inflation rates will increase as 
Swedes find inem cheaper. There isa rightward shift 
in supply of kroner, causing the Swedish kronor to 
depiccite (This reinforces the effect of lower demand 
fbr exports noted earlier.) 


Relative growth rates. I Kenya experiences higher 
econormic growth with growth in incomes is demand for 
imports will rise, therefore the supply of Kenyan shilling 
increases and the shilling depreciates Ou the other 

hand lower growth rates in Kenya nan lower income. 
growth, the demand for imports vil decrease, therefore 
the supply of Kenyan shilling docreases and the shilling 
appreciate 


Investment and factors affecting 
investment. 


 Outvand foren direct investment (FDI) and portfolio 

‘investment Investiment by multinational corporations 

in productive facilities in countries outside of the 

‘home country, as well as portfolio investments (such 

is purchases of stocks and bonds) outside the home 

country, involve funds flowing out thus giving sise 

to supply of the domestic currency, If Thai investors 
outside of Thailand there 

Will be an increase in the supply of Thai baht and the. 

baht will depreciate, If Thai investors decrease thei 

investments abroad, the supply of baht will decrease and 

the baht will appreciate 


Relative interest rates. We have seen that interest 
rates influence the flow of funds in search of 

igher rates of retera from country to country. AS 

a result, interest rates and exchange rates tend to 
move together, ceteri paribus I interest rates in 

the United Kingdom fall relative to interest rates 

in other countries, more financial capital will low 

ou! of the country, and the supply of pounds witi 
increase, causing depreciation, But if interest rates in 
the United Kingdom increase relative to interesi rates 
in other countries, less financial capital will Pow out 
of the United Kingdom, because domestic investors 
will want to take advantage of the higher domestic 
interest rates, the supply of British pounds decreases, 


and the pound appreciates, (Note that these effects 
reinforce those resulting from changes in demand for 
currency.) 


Other factors affecting currency supply 


Outward flow of remittances, These wre outward ows 
of money by foreign workers in a country who send 
money home. In 2018, the United States was by far the 
leading country in the world of remittance outflows 
The most important countries that received remittances 
from the United States were Mexico, China, India 

and the Philippines. An increase in remittances sent 
home by workers living in the United States result in 
‘an inerease in the supply of US $, so the $ depreciats, 
A decrease in remittances sent home by workers in the 
United States eade to a fall in the supply of US S and. 
S appreciation, 


‘Specutatinn that a curreney will depreciate, lr currency 
Speculators expect a country s currency to depreciat 
they sel it in the hope of buying it later after its 
depreciation, thereby making a profit. However, as they 
sell the currency they may cause the supply curve to 
shift to the right making the currency depreciate; there is 
therefore a self-fulfilling prophecy at work. 


Central bank intervention to decrease the vlue of a 
If the central bank wants to lower the value 
fof the domestic currency, it supplies (sells) more of 
the domestic currency (by buying foreign currencies), 
the supply of the currency increases and the currency 
deprociates 


When both currency demand and 
supply change at the same time 

We haye een that some events cane both demand and 
supply ofthe same ren o change at the same tme 
Rute of iafation relative to other countries. I Sweden 
asa lower rate of inflation relative o other countries, 
demand focis export increases and demand for 
imports decreases: both these factors lead to currency 
appreciation 

Intret eese to othe cour, An cree in 
interest rates in the United Kingdom attracts financial 
capital, causing the demand for the Bish pound io 
increase and supply of the British pound to decrease: both 
these factor end to pound appreciation, 
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Increase in foreign Decrease in foreign 
Gemand for exports of | demand for exports of 
goods and services 


indomestic | Increase in domestic 
‘demand for imports of — | demand for imports of 
goodsandsemices ^ — |goods and services. 


leading to more inward | leading to loss inward. 


ination leading [Lower inflation leading | Higher inflation leading 
to increase in foreign | to decrease in foreign — | to decrease in domestic to increase in domestic 
demand for exports doinand for exports | demand for imports __ | demand for imports 
High growth rates of. Low growth rates of [Low domestic growth | High domestic growth 
trading partners leading — | trading partners leading. | rate leading to cocrease | rate leading to increase 
to increase in foreign | to decrease in foreign | in domestic demand for | in domestic demand for 
demand for exports demand for expos | imports imports 
Increase in inward Decrease in inward Decrease in outward — [Increase in outward. 
investment Investment investment Investment 
Higher interest re Lowerinterest rates | Higher interest ra Lower interest rates 


is financial 


iding to more financial 


remittances. 


Speculators expect S 
currency X will rise so they 
buy currency X 


financial investment financial investment investment by domestic. | investment by domestic 
residents in foreign | residents in foreign 
countries countries 
Decrease in outfiow of | Increase in outflow of 


remittances 


remittances 


Speculators expect 
currency X wil fall so they 
sell currency X 


[Central bank buys the 
domestic currency 


Central bank sella the 
domestic currency. 


Table 16.1: Summary of causes of exchang 


h of the following events, draw exchange 

rate diagrams and show how a shifting currency 

demand ar supply curve causes an appreciation 

or depreciation of the currency: 

^ An increase in interest ratas in the United 
States relative to the rest of the world; 
show the impact on the US dollar and an 
the British pound! 


b Philippines has reduced remittances 
from Canada; show the impact on the 
Philippine peso and the Canadian dollar. 


c An increase in the rate of inflation in Thailand 
relative to its trarling partners; show the 
impact on the baht (Thailand's currency) 
and on the ringgit (Malaysia's currency; 
Malaysia is a trading partner of Thailand). 
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d Currency speculators believe that the 
Brazilian real will appreciate; show the 
impact on the Brazilian real. 


9 Japan sin recession, and incomes are 
falling; show the impact on the 
Japanese yen, 

4 China experiences an increase in 
tourism; show the impact on the 
Chinese yuan, 


Fashion favours indian textiles 
impact on the Indian rupoe. 


show the 


^^ Foreign direct investment from 
Mauritius into India increases; show 
the effect on the Mauritian rupee and 
the Indian rupee, 


| The central bank of Botswana does not 
want to allow the pula to depreciate; show 
the Impact on the pula, 


2 Some of the items appearing in Table 16.1 
give rise to changes in both demand and 
supply of the same currency. Identify what 
these are and explain why both currency 
demand and supply are affected, 


Calculations using exchange 
rates 


Calculating the value of a currency in 
terms of another 

Example 1 

Alypothetial exchange rate of 1,5 dollan e 1 euro 
tive us the price of 1 euro in terms of dollars I we 
Wan to find the price af 1 dollar in terms of cur We 


divide the unit currency (euro) by the other currency 
(dollars). Therefore, 


1 dolla 


The expressions 1,5 dollars = I euro 
1 dollar are equivalent 


Example 2 
The hypothetical exchange rate 0.37 Russian rouble 
(RUB) = I Japanese yen (IPY) gives the price of 1 yen 
in terms of roubles Find the price of | rouble in terms 
of yen 


i 2 
rouble = DI yen = 2.70 yen 


The expressions 0.37 rouble 
1 rouble ate equivalent 


1 yen, and 2.70 yen 


In the real world, exchange rates are usually expressed to 
many decimal places For example, ve may find that 1 ruble 
= 2.70135 yen, Even a very small change in an exchange. 
rate can amount to large differences in the total values 
being traded i large quantis of money are involved. 


Calculating prices in different currencies 


Suppose un importer in the United Kingdom imports 
Wine from France (which is a euro zone country). The 
hypothetical exchange rate between British pounds 

(D) and euros (€) is £122 = €1, The importer wants to 
import 1000 bottles at the price of €S per bottle. Since 
"he importer will supply £ to make the payment in €, she. 
is interested in finding the cost in 


In terms of euros the cost is 1000 x €5 = €5000, To find 


‘this amount in pounds, we simply multiply it by 1.2: 
(since €1 = £1.22), and we ind 122 > 5000 = £6100, 


Calculating changes in the value. 
of a currency from a set of exchange 
rate data 

Interpreting exchange rate data 


Suppose you are given à set of data on the following. 
‘exch ge rate changes over time. Here we consider 
an imaginary country called Bopland whose national 
currency is the bople. 


Table 16.2: US$ per 1 bople average monthly exchange rates 
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The data in Table 16.2 show the value of 1 bople in terms 
of US S, Has the bople pprssiated or depreciated in the 
period from January te December 2020? In January, 1 
bople was worth $1.22, while in December it was worth 
51.69. The valu of the bople increased, in other words 
the bople appreciated relative to the $. However, it did 
mot appreciac every month, In June, July and August 

it depreciated (or lost some value) compared to the 
previous month. 


What was the percentage change in the value of the 
bople between January and December 2920? 

a review of percentage changes, soe Quantitative 
techniques” chapter inthe digita coursebook.) 


^ change in the bople (January December) 


‘Therefore the bople apprecia 
S during 2020 

The bople appreciation relative to the $ corresponds 
to a $ depreciation relative to the bople, To find the 
percentage change in the value of the $ for this period, 


Wwe must first find the price of the S in terms of boples 
Jn January, $122 = 1 bople therefore: 


] 
T2bople 
In December, $1.69 = 1 bople therefore 
=e 
169 bople 


s 


0.82 bople 


0.59 bople 


We can now use this information to find the percentage 
change in the $: 


hange in the $ (January-December) = 
0.59-0.82 


"EUN P 
100 = 210 = -2805 


08 


‘The negative percentage change indicates a fall in the 
value of the S; therefore the $ depreciated by 28.05) 
relative io the bople in 2020, 

‘Thisexerese indicates that although an appreciation. 
of currency X relative to currency Y is equivalent to a 
depreciation of currency Y relative to currency X, the 
percentage changes are not the sume (with one being 
positive and the other negative). 


1 Canadian dollar = 0,99 US dolla 


of 1 US dollar in terms 


b 1 Indian rupee = 1.84 Japanese yon. 
Calculate the ‘price’ of 1 Japanese yen in 
terms of Indiari rupees. 


© 1 Japanese yen = 1.34 Sri Lanka rupee. 
Calculate the value of 1 Sri Lanka rupee in 
terros of Japanese yen, 


d 1 British pound= 1,62 Canadian dollars. 
Calculate the value of 1 Canadian dollar ir 
terms of British pounds. 


2 The price of item X in India is 50 Indian 
rupees. Using the exchange rates in 
question 1, find its price in 


^ Japanese yen, and. 


b Sri Lanka rupees 


€ Importe: 
to import 1000 units of iter 
thair price in yen and rupees, respectively. 


3 The price of item Y in Canada is 75 Canadian 
dollars, Using the exchange rates in 
question 1, find its price in 


^ US dollars, and 
b British pounds. 


c What is the cost of 5000 units of item Yin 
dollars and pounds? 


"The ronson fo th ie that pecan 
rani thee percentage one re alas erent 


change are calclted relative to an inl valus. Sie the fi values ae diferent for tha 1wa 
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4 On 1 June 2010, 1 British pound was worth 
US $1.46; on 1 November 1 British pound was 
worth US $1.60. 


a Identify which currency appreciated and 
which depreciated, 

Calculate the percentage appreciation of 
the appreciating currency. 

© Calculate the percentage depreciation of 
the depreciating currency, 

Using the table below, cetermine which 


‘currency appreciated, and which depreciated 
{rom the 1st to the 30t of September. 


b Calculate the percentage appreciation of 
the appreciating currency. 


© Calculate the percentage depreciation of 
the depreciating currency. 


Euros to 1 USS (value of 1 US dollar per euro) 


1 Sept. 2010 12000 
Sept, 2010 1.2697 
16 Sept, 2010 12989 
235ept.2010 1.3364 


30 Sept. 2010 1.3611 


16.2 Consequences of 
changes in exchange 
rates: an evaluation 


When a currency appreciates a unit of it can buy more 
of other currencies, therefore it can buy more foreign. 
goods foreign goods, or imports, become cheaper. As a 
esl we expect imports to increase. At ths same time, 
foreigners need to give up more of their currencies to 
buy the domestic currency, so that foreigners can buy 
fewer of the domestic goods; theeefore domestic goods, 
or exports, become more expensive to foreigners and we 
expect that exports will fall, Tris means that net exports 
= M) will decrease. 


When a cuireney deprecates the opposite happens. I 
Jose its value relative to other currencies, so imports 
become more expensive while exports become cheaper to 
foreigners, The deprecated currency can therefore buy 
fewer foreign goods, or imports, while foreigners can buy 
‘more domestic goods, or exports This means that net 
exports or (Y= M) will increase, (HL students will learn 
‘that this depends on the Marshall-Lerner condition; see 
pter 17) 


Currency appreciation can be expected to 
resultin a decrease in net exports (X - M) while 
currency depreciation can be expected to le 

to an increase in net exports (X — M. 


Many of the consequences of exchange rate changes 
follow from the above result. 


Effects on the rate of inflation 
Exchange rate changes can alfet inflation in two ways 


Demand-pull inflation 

Exchange rate changes affect aggregate demand by 
influencing net exports (Y — M). A currency depreciation, 
bby making exports cheaper and imports more expensive, 
Works to increase the quantity of exports and lower the 
quantity of imports, thus increasing net exports (Y= M). 
‘An increase in net experts results in a rightward shift of. 
the aggregate denvind curve. Using the Keynesian 
AD-AS model, we can see that whether or not this 

Will cause demand-pull inflation depends on where the 
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economy isin the business cycie. I it is in recession, an 
increase in AD will not cause demand-pull inflation, 
however if the economy is producing at or close to 
potential output, inflationary pressures will result due to 
excess aggregate demand (see Section 10.2, Chapter 10). 


A currency appreciation will work to reduce demand-pull 
inflationary pressures in an economy due to a decrease in 
net exports (Y — M), causing AD to fall, 


Cosi-push inflation 
A currency depreciation, as we have seen, makes imports 
more expensive. If domestic producers are heavily 
dependent on imported factors of production, their 
costs of production increase, resulting m a leftward shift 
ofthe SRAS curve resulting in cost-push inflation (see 
Section 102, Chapter 10). 


A currency appreciation, by making imports less 
expensive, results in a rightward shift of the SRAS curve, 
lowering inflationary pressures in the economy (lower 
cost-push inflation 


Effects on economic growth 


The etfecis of exchange rate changes on economic 
growth work directly through net exports and agreste 
dennad, discussed above, but they may also have eile 
iperepate supply. 


A currency deprecation increases net exports, increasing 
aggregate demand, thus causing an increase in real GDP 
produced, This is short-term growth (sse Chapter 11) 
Also, if the growth of export industries leads to 
increased investment spending iu the domestic economy 
(production of capital goods), there may be effects on 
agerepate supply. causing increases in potential output 
(rightward shifts in the LAAS or Keynesian AS curves) 
Thisis long-term growth. 


live side, to the extent that there is 
t-push inflation (see above) there may a downward 

pressure on real GDP which may fall ue to the decrease 
în short-run aggregate supply (leftward shift in the SRAS 


Whal will happen to real GDP depends on which of 
the two effects is stronger: the upward effect dus tc the 
increase in aggregate demand or the downward effect, 
due to the decrease in short run aggregate supply. On 
the other hand, a currency appreciation, by reducing net 
exports is likely to reduce growth of teal GDP. 


Effects on unemployment 


We have seen that a currency depreciation increases net 
exports and therefore aggregate demand, This causes 
‘fell ia cyclical unemployment if the economy is in 
‘recessionary gap. If the economy is at or close to 
potential GDP, the increase in aggregate demand may 
cause a temporary decrease in natural unemployment, 
however this will come with strong demand-pull 
inflationary pressures 


Employment in export industries is likely to increase 
since exports are likely to rise. In addition employment 
in industries producing goods that compete with imports 
ix lio likely to increase sive imports are expected to fall 
With depreciation, 


On the other hand, as we have seen above, depreciation 
may lead to cost-push inflation. This involves lower real 
GDP due to ihe decrease in short run aggregate supply 
leftward shut of the SRAS curve), hence an increase 
in unemployment, The overall effect on unemployment 
depends on which of the two effects ix stronger: the 
upward effet due to the increase in aggregate demand 
or the downward effet due to the decrease in short-run 
aggregate supply. 
A currency appreciation, by reducing net exports and 
aggregate demand, will create a recewionary gap and 
therefore lend to cyclical unemployment if the economy 
begins at or close to potential output, or will lead to an 
cyclical unemployment if it is already in a 
"ap. 
Employment in export mdustries as well as in industries 
producing goods that compete with imports is likely to 
decrease since exports are expected to fall while imports 
are expected to increase 


Effects on the current account balance 


"The current account balance will be studied in Section 
164, For now we can say that it consists mainly of 

the ‘balance’ of exports and imports of goods and 
services, specifically the value of esports minus the 
value of imports, or more simply X — M. For reasons 
we will discover ter in this chapter, major differences 
between the value of exports and the value of imports 
are considered undesirable, especially if they persist over 
long periods 


soi > 
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‘As we know, depreciation is likely to cause imports to 
decrease and exports to increase, Ira country has an 
excess of imports over exports (a trade ‘deficit’, its 
deficit is likely to become smaller after a period of time 
IF it has excess of exports over imports to begin with 


(a trade ‘surplus, its trade surplus is likely to become 
larger. An appreciation, by contrast, will cause imports 
to increase and exports to fall thus having the opposite 
effects on the current account balance. These points vil 
become clearer to you afler you have studied Section 16.4 
below. (HL students will study this topic further under 
the Marshall-Lerner condition in Chapter 17) 


Effects on foreign debt 


A depreciation, by lowering the value of the domestic 
currency, causes the value of foreign debt to increase. 
Suppose Mountainland owes foreigners $1000, and 
initially has an exchange rate of Mnl 1.5 = $1 (Mnl is 
Mountainland's national currency): its foreign debt 

is therefore Mal 1500. If the Mni depreciates, so that 
now Mnl 2 = SI, Mountainland's foreign debt of $1000 
becomes Mnl 2000. This is a problem faced by many 
developing countries, which find themselves having à 
langer debt burden if their currency depreciates (see 
Chapter 20). On the other hand, a currency appreciation 
causes the value of foreign debt to fll 


Effects on living standards 


When a currency depreciates, it causes imported goods 
to become more expensive in the domestic economy, 
therefore residents become worse off as all imported 
goods become more expensive I ihe country depends 
on imports of oil, residents will be affected by increased 
prices of gasoline as wel! as heating oil. In addition, if 
there are important imported inputs in production, such 
as oil or capital goods, there will be cost-push inflation, 
that will ncreass the general price level, making the cost 
of living higher and therefore reducing the real incomes 
of residents. The upward effects on aggregate demand 
(see above) may add to the inflationary pressures through 
demansl-pull inflation. Further, travellers abroad such 

s tourists to other countries will find their holidays 

Lave been made more expensive by the depreciation. 
The effects on unemployment are likely to be nixed, as 
explained above in the section on unemployment. 


If, on the otber hand, a currency appreciates, the effects 
on living standards of the residents are likely lo be 
positive. Prices of imported goods fall, imported inputs 
become less expensive, leading to a downward pressure 
on ihe rate of inflation, which is reinforced by the 

likely decrease in demand-pall inflation, Therefore, real 
incomes will increase. Travellers abroad will also benefit 
as the cost of travelling outside of the country will 
decrease, As regards unemployment, the effects here too. 
are likely to be mixed. 


T YOUR UNDERSTANDING 


1. Using AD-AS diagrams, 
fects on. 


plain the likely 


^ inflation in Canada ifthe Canadian 
$ appreciates, 


b ding standards in Belarus if the 
Belarusian ruble appreciates, 


© unemployment in the United Kingdom if 
the British pound doprec 


d inflation in Chile if the Chilean peso. 
depres 


9 dving standards in Singapore if the 


Singapore $ depreciates, 


(economic growth in leeland if tho 
Icelandic króna depres 


9 unempleyent in Sri Lanka if the Sri 
Lankan rupea appreciates, and 


ho ecenomic growth in Morocco ifthe 
Moroccan dirham appreciates, 


2 Explain the likely effects of 
^ currency appreciation, and 
bo currency depreciation on 
io eurent account balance, and 


i foreign debt. 
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The falling Indian rupee 
The year 2015 was a dificult one for 

the Indian rupee, which fell significantly 
relative to the US dollar. Among the 
factors responsible for rupee weakness 
is tho tightened monetary policy of the 
US Federal Reserve (the central bank of 
ihe United States), which raised interest 
rates four times in the course of the 

year Higher oil prices convibuted to a 
widening current account deficit in india, 
which depends heavily on imported oil 
India imports as much as 70% al the 
crude oll it consumes. It is expected 
that in 2018 the current account deficit 
will widen to 2.8% of GDP compared to 
1.9% the previous yonr 


Figure 16.3: Mumbai, India. Reserve Bank of Inda, the central bank 


The rupee depreciation has contributed to inflationary pressures in India. The prices of consumer goods, 
such as soaps, detergents and shampoos, whose production depends on crude oil, will be affected, In 
addition petrol and diesel prices wil rise, 


Other goods that India imports in large quanti medicines, iron ore and some food 
routs, are also becoming more expensive due to tho we 


Employment in industries that du ly affected. For example, 
electronic consumer goods such as computers, television and mobile phones have imported components 
Tourism will be influenced on account of higher airfares arising fom the higher cost of fuel, as well as the cost 

i The automobile sector will suffer due to the use of 
imported components, as wall as loans that have to be repaid in foreign currencios. 


Sources: Ahona Serguota, ‘As Rupee Slumps to Record Low of 71, Hare's Why Its Falling Like Never 
Before", Naws 18, 31 August 2018 

Chitranjan Kumar, ‘Five factors that affected Indian currency in 2018), 

Business Today, 23 December 2018 


Applying your skills 
1) Using an exchange rate diagram and evidence from the text, explain the effects on the Indian rupee of 
higher interest rates in the United States, 


2 Uring AD-AS diagrams, explain the effects of upoe depreciation on 
a demand-pul inflation, and 
bo costpush inflation 


3. Discuss the likely effects of rupee dlecreciation on growth, unemployment, the current account 
balance, foreign debt and standards of living. 


4 Investigate how the value ofthe rupee has changed since 2018, Determine whether the rupee has 
depreciated further, or if it has appreciated, and examine the factors bei the changes. 


 BENEARD Gc ——— T ————Ó 
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16.3 Government 
intervention 


Fixed exchange rates 


Understanding fixed exchange 
rate system 


Ina isd exchange rate system, exchange rates ane fixed 
by the cenital bank of each country at a particular level 
(or narrow rango) and are not permitted tochange freely 
in reponse to changes in currency supply and demand. 
“The exchange rate is still determined by currency 
dersand and supply. but these are manipulated by the 
Sentral bank or government in order to arrive the 
particular equilibrium that will ive rise to the desired 
exchange rate. Therefore maintaining the value of a 
currency at its [cd rate requires const intervention 
by the central bank or government. This intervention 
lakes the form of buying and sling reserve currencies by 
the central bank, as well as making other adjustments in 


the domestic economy, all intended to shift the currency 
demand or supply curves in order to arrive at the 
predetermined equilibrium. 


"To se how this works, again consider Bopland and its 
national currency, the bople. The market for boples is 
shown in Figure 164a. The central bank of Bopland has 
fixed the bople- US dollar exchange rate at 2 US dollars 

"bople Initially there is equilibrium in the bople 
market, at point A. Suppose there occurs a leftward shift 
in the demand for boples (because, for example, of a fall in 
demand for Bopland's exports), so the demand-for-boples 
curve shifts from Dy to Da. At the fixed exchange rate of 
2 dollars = | bople theres an excess supply of boples 
(the distance A-B), Under à floating exchange rates, the 
exchange rate would fall o 1,50 dollars per bople (point 
C) eliminating the excess supply: but if the fixed exchange 
rate of 2 dollars per bople is to be maintained, the central 
bank or goverument must intervene, 


a Shiting the currency demand curve 


Sof boples 


2 caneri bank bays 
icem top 
eren demand 
forboptes 
{lin demand for 
Boplind exports 
reduces dead 
for toples 


Difor boples 


D; for boples 


o Qof boples 


fe currency supply curve 


Syof boples 


import are reduced, 
“therefore the supply 
af boples fas 


^ 


price of 


$ per bople- 
‘boples in tems of 5 


ili demand for 
Boplands exports 
reduces demand 
for bople 


Daforboples 0, for boples 
b Q of boples 

Figure 164: Fixed exchenge tes maintaining the value of 

the bople at 1 bople = 5200 


T 
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Intervention to maintain fixed 
exchange rates 


Using oficial reserves to maintain the exchange rate 
In the example above, there is an excess supply of boples, 
50 the central sank of Bopland can intervene by buying 
the excess boples by selling some of its foreign currency 
reserves This shifts the demand for boples curve back to 
D, vid the fixed exchange rate of 2,00 dollars = 1 bople 
i marntained. 

I there had been an excess demand for boples, the 
central bank would sell some boples by buying dollars 


However, if Bopland faces an excess supply of boples 
and a downward pressure on the bople's value over a 
long time, its central bank will eventually run out of 
foreign currency reserves and will be unable to go on. 
buying excess boples At that point, the central bank or 
government must use addtional methods to maintain 
the fixed exchange rate. However, each of these measures 
comes with some disadvantages, 


The need for additional measures to maintain a fixed 
exchange raie aries primarily when there inan excess 
supply of the domestic currency over a long time. In the 
opposite situntion, where there is an upward presse on 
the currency due to excess demand, the central hu 

Keep on selling the domestic currency and buying 
exchange, thus maintaining the exchange rate 


Increases in interest rates 
The central bank can increase interest rates, which 
attract financial investments from other countries (se 
Section 16.1) This leads to a higher demand for the 
domestic currency, shifting the demand for boples back 
to Dy in Figure 16-2) However, increases in interest 
rates involve contractionary monetary policy and may. 
lead lo a recession in ihe domestic economy 


Borrowing from abroad. 
If the country borrows from abroad, its loans will come 
in the form of foreign exchange, which when converted 
into toples will cause an increase in the demand fo 

boples and hence a rightward shift in the demand curve 
Toward Dj. However, extensive borrowing from abroad 
comes with a number of costs (sce Chapters 19 and 20). 


Efforts to limit imports 
The government could use policies to limit imports, 
because this reduces the supply of the domestie currency 
(since it reduces demand for foreign exchange needed 

to buy imports), causing a leftward shift in the currency 


supply curve iu Figure 16-4), this appears as a shift 
from S, to Ss, with the exchange rate remaining fixed at 
200 dollars = 1 bople (point B, given by the intersection 
ff D; with $3). To limit imports, governments can use (a) 
contractionary fiscal and monetary policies which lower 
aggregate demand, lower incomes, and therefore result in 
fewer imports: (b) trade protection trade policies which 
Work to directly lower the quantity of imports that can 
enter the country However, contractionary policies may 
ead to recession, While trade protection comes with 
numerous disadvantages, including the possibility of 
retalintion by trading partners, which would result in 
lower exports (see Chapter 14). 


Exchange rates are always determined by 
demand and supply of a currency in both 
floating and fixed exchange rate systems. 
Whereas in a floating exchange rate system the 
‘price’ of a currency adjusts freely to changes in 
supply and demand, in a fixed exchange rate 
system the currency supply and demand are 
forced to adjust to the predetermined ‘price’, or 
fixed exchange rate, through central bank and 
government intervention that manipulates them 


Changing the fixed exchange rate: 
devaluation and revaluation 


be maintained through intervention, the government 
may change i toa new, lower value; this is called 
‘devaluation of the currency Hf, on the other hand, the 
Vaca lower value than can be maintained by 

im, the government may set a new higher values 
Ms is called revaluation. 


As an example of devaluation suppose 2 US dollars 
exchange for 1 British pound; the dollar devalues and, 
atthe new fixed rate, 3 dollars exchange for 1 pound, 
Before the devaluation, 2 dollars were needed to buy 

1 pound: now 3 dollars are needed, because the dollar 
has lost some of its value, This is equivalent to a 
revaluation of the pound relative to the dollar (the 
pound increases in value). 

Like depreciation, devahuation results in cheaper exports 
to foreigners and move expensive imports for domestic 
residents, giving sise to more exports and fewer imports 
Like appreciation, revaluation leads to more expensive 


ss) 


Copyright Material - Review Only - Not for Redistribution 


) REDNOHGS rOR THE D DROMA counseioon 


exports to foreigners and cheaper imports for domestic 
residents, and therefore fewer exports and more imports 


Historically, a system of fixed exchange rates was in. 
place until 1973. ia the period 1879-1934, the fixed rate 
system was knowin as the gold standard’, as countries 
fixed their exchange rates relative to the Value of gold 
In the period 1944-1973, the fixed rate system came 

to be known as the Bretton Woods system, which no 
longes tied currencies to gold, and permitted periodic 
evaluations or revaluations. Under this system, vhen 
any country rvaluedidevalued its currency, it dh 

not against just one other currency but against all 
other currencies simultaneous, since all currencies 
Were fixed against each other. This ix analogous to the 
appreciation and depreciation thai takes place under 
exible exchange rates 


‘Today, the closest to fixed exchange rates are pegged 
exchange rates, involving a currency that i fixed against 
one other currency. Wie this is similar to a fixed 
exchange rate, it i» considered by the Intemational 
‘Monetary fund (IMF) to be a type of managed system, 
so will be considered below. 


INC 


1^ Describe a fixed exchange 


system. 


2 a Using a diagram, explain some mathods 
that central banks and governments can 
use to maintain a fixed exchange rate, 


b Why do each of these laud to problems? 


3 a Distinguish between devaluation and. 
revaluation 


b When is each of these und 
government? 


akon by a 


4^ Distinguish between 
a depreciation and devaluation, and 
b appreciation and evaluation i 


Outline why itis easier to maintain a fixed 
‘exchange rate when there are upward 
pressures on the value of a currency than 
When there are downward pressures 


Managed exchange rates 


Understanding managed exchange rates 


In between the two extremes of loating exchange rates 
and fixed exchange rates is the system of managed. 
exchange rates, also known as the managed flout. 
Combining elements of both, though closer to floating 
exchange rates, this is the current system, in use since 
1973. Exchange rates are for the most part free to oat 
to their market levels over long periods of time; however, 
central banks periodically intervene to stabilise hem. 
over the short term. 


‘The objective of central hank intervention is to prevent 
large and abrupt fuciuations in exchange rates that 
could arise if currencies were left entirely to market 
forces, Large ind abrupt exchange rate changes disrupt 
the orderly fow of international trade and create 
‘uncertainties that undermine investment and economic 
activity Under managed exchange rates, the currency 
is supposed to move towards its long-term equilibrium. 
position determined by the market, Central banks 
intervene so that this adjustment can occur in a smooth 
and orderly way, without major and abrupt fluctuations 
hat may destabilise the economy. 


Intervention mainly takes the form of buying and selling 
of currencies by the central bank, influencing currency 
demand and supply In addition, central banks may 
change interest rates, which alo impact upon exchange. 
rate, Very infrequently (mainly in the event of a severe 
disequilibrium where there ssa strong downward 
pressure on the value of a currency) governments 

may have to resori to contractionary macroeconomic 
policies or protectionist measures (as in the case of fixed 
exchange rates) 


Pagging exchange rates 


A number of countries peg (i.e. fis) their currencies to the 
US dollar, and oat together with it, while a few other 
economies peg their currencies fo the curo. The pegged 
currency is allowed to fluctuate only within a narrow 
range above and below a target exchange rate relative 

to the dollar or the euro, so that if the actual exchange 
rate hits the upper or lower limit of the range, the central 
bank intervenes to keep it within the limits 


"The IMF, discussed in Chap 2, overseas the glabal nancial system. See hts in rni orgfestnspubs np 2008 wp 09211 pdf 


"T 
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‘To see how this works, suppose Bopland decides o peg. 
the bople to the US dollar as shown in Figure 16.5, 

The target exchange rate chosen is 2 dollars = | bople; 
the bople is allowed to fluctuate up to a maximum 

of 2.10 dollars = 1 bople, and a minimum of 

1.90 dollars = ! bople. Suppose that market forces 
cause the exchange rate to drop to 1,90 dollars 

1 bopls, due to a fall in the demand for boples from 

D, icword D». At that point the Bunk of Boplane (ihe 
tential bank) vill intervene by buying boples (and 

selling dollars) so thatthe demand-for-boples.cucve 

will stop shifting lefvard and the bople stops falling. 

IF the bople increases in value and hits the maximum 
^f 2.10 dollars = 1 bople because of an increase in the 
demand for boples from D, toword Dy, the central bank 
will intervene by selling boples (and buying dollars) to 
prevent a further rise in the value of the bople, 


S per tople price of 
bopies n terms ofS 


5 Qoflopies 


Figure 16,5: stating a pegosa currency 


A pegged currency combines fixed and floating 
exchange rates, because the pegged currencies are. 
fixed within the specified range of the US dollar 
(oF the euro), and they float in relation to all other. 
currencies, together with the dollar (or the euro) 
Pegging a currency stabilises ils exchange rate 

in relation to the currency to which it is pegged. 
preventing abrupt or strong fluctuations Countries 
That peg their currencies to the US dollar experience. 
exchange rate stability relative to the dollor as well 
as relative to each other, and this facilitates trade 
‘ows with the United States as well as between the 
countries with pegged currencies, In addition, some 
economies that are strong financial centers (such 

as Hong Kong: see Real world focus 16.2) peg their. 
currency to the US dollar 


Under the managed float, exchange rates are 
determined mainly through market forces, but 
with periodic intervention by central banks 
aiming to smooth out abrupt fluctuations, 
Intervention takes mainly the form of the buying 
and selling of oficial reserves. Some economies 
ped their currencies to the dollar or euro; pegged 
currencies are fixed in relation to the dollar or 
euro, and float in relation to all other currencies. 


Consequences of overvalued and 
undervalued currencies 


‘An overvalued cursory has à value that i too high. 
‘relative o its equilibrium free market value ts exchange 
Tite has been set at a higher level than the equilibrium 
market exchange rate. An undervalued currency has a 
value too low relative to is equilibrium free market 

Valts; tt exchange rate is low relative to the one the 
market would have determined. 


‘Overvalued and undervalued currencies cannot come 
about in a freely floating exchange rate system, where 
exchange rates are determined purely by free market 
forces, However, they can and do often occur in fixed and 
managed exchange rate systems 


We can use Figure 16.1) to illustrate both overvalued 
and undervalued currencies The market determines a 
price of US dollars at 0.67 euro = | dollar, If the US 
central bank (known as the Federal Reserve) wanted to 
overvalue the US dollar, it could tty to maintain a price 
in terms of the euro above the equilibrium, such as at 
0.80 euro = 1 colar, In the case of an undervalua 
the central bunk would select a price of the dollar 

in terme o the euro below the equilibrium price, 

such as at 0.50 curo = 1 dollar, The overvaluation or 
undervaluation of the currency can be achieved by 
central bank and government interventions that maintain 
the exchange rate at the selected level (or range of levels, 
as when a currency is pegged). 

There are a number of advantages that may arise from 


‘overvaluation and undervaluation of currencies, though 
these generally come with costs 


Overvalued currencies 
Most developing countries have at one time or other 
had overvalued exchange rates. If an exchange rate is 
‘overvalued. imperts become cheaper. The main reason 
for overvaluing their exchange rates is that many 
developing rointries have wanted cheap imports of 
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Hong Kong dolla pegged to the US dollar 
Hong Kong has been pegging its currency to the US 
dollar since 1783, The Hong Kong dollar is pegged 
at HKS7 0 to USS Tand is alowed to fluctuate 
Within a band of ten cents relative to the US dollar 
(HiS7.75 to HKS7 85). The Hong Kong Monetary 
Authority (HKMA, or central bani) changes interest 
rates mainly in order to support the peg within this 
narrow band, For example, interest rates rise when 
the Hong Kong dolar ali to the lower range of the 
band, and fall when the Hong Kong dellarrise to the 
higher edge of the band. Apart cm this, interest 
rates i Hong Kong can change only as long as 

the Hong Kong dolar remains within the predefined 
marrow band relative tothe US dollar In effect the 
HKMA is unable to cary out an independent 
monetary policy 


amounts c 1.4 times 


Sources: William Pos 


Applying your skills 


1. Uso an exchange ra 


a interest rates, and 


b foreign exchange eserves, 


HKMA pegged exchange rates, 


The HKMA also has another weapon to defend the Hong Korg dollar in case this begins to weaken below 
the lower edge of he band. It holds US$440 billion in reserve assets foreign exchange reserves 
GDP. This is the largest amount of per capita foreign exchange 


Time to scrap Hong Kong's currency peg’, Nikkei Asian Review, 28 May 2018, 
Stefan Gerlach, ‘Hong Kong has be 


diagram to explain how the HKMA is able to keep the Hong Keng dollar 
pegged to the US dollar within the narrow band of ten cents by use of 


2 Using your knowledge about fixed exchange rates, discus 


100 Nong Kong dollar with 100 US dollar 


which 
"he world 


well served by pegged exchange rate for 35 years’, 
South China Morning Post, 8 May 2018 


and disadvantages of the 


some advantage 


capital goods, raw materials and other inputs for use in 
maänufacturig industries, to speed up industrilisation 


However, overvalued exchange rates come with many 
disadvantages One of the most important of these i that 
sports become more expensive, thus hurting domestic 
txporters. Increased imports and reduced experi lad. 

to a Worsening current account balance (referred to 
above, and explained below, Section 164, resulting in 
payments dificulties In addition, by creasing imports, 
overvalued exchange rates can hu domestic producers 
who have to compete with artificii low-price imports, 
with negative consequences fo: domestic employment 
and resource allocation. Ovetvaluation has often resulted 


in the need for countries to devalue or depreciate their 
currencies to correct the overvaluation, 


Undervalued currencies 


When a currency is undervalued, exports become less 
expensive to foreign buyers while imports become more 
expensive domestically. Some developing countries 

have used undervaluation as a method to expand their 
export industries, expand their economies and therefore 
also increase their employment levels Achieving these 
objectives by means of an undervalued currency 

is considered to inive the creation of an unfair 
competitive sv: ntage compared to otber countries that 
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donot undervle bircencis and which sue the ES 
caequeses of eren port and wer port 16.4 The balance 
i 


omi therefore conadered o be 
of payments 


i the context of a managed fiot, 


A disadvantage of an overvalued currency 
is that it can lad to cost-push inflation due to the higher 
price of imports. Correction of the undervalued currency 
would involve evaluation or appreciation of the currency. 


IND} 


DINC 


1 a In what ways is the managed float an. 
exchange rate system that lios between 
fixed and floating exchange rate systems? 


i Outline why is it closer to floating 
‘exchange rates. 


2 Describe the reasons for government 
intervention in a managed float. 


3 Outline he meaning of pegging a currency 
in the context of the managed float system. 


4 a Distinguish between 
undervalued exchange ratos. 


reasons for overvaluing et 
eese du hiami The role of the balance of payments. 

Ionimenbie transaction between iens of die 
oun bye aie e lnporting and expo 
ird esc a oct ad Eod rumen 
tulad corpos buying property ding 
a ecg giha enl pari, rg dur gv 
Sirio ht e maney vera atat bo cl 
‘Althea aust uero ded in he ane o 
Pape 


lued and 


< Outline the di 


idvantages of cach. 
id and under 


5 a Explain why overval 
‘exchange 
floating exchange rates system. 


b Outline why undervalued currencies are 
sometimes rofuried to as a 'dirty float 


{6 Research and find one or mors countries 
that peg thar eurraney to another curency 
Based on yaur findings, determine 
the reasora for the pep. Deserve the 
advantages and disadvantages ofthe | 
Pegged cureney in your rampie. © | 


The balance of payments of a country is a 
record (usually for a year) of all transactions 
between the residents of the country and 

the residents of all other countries. Its role 

is to show all payments received from other 
counties, called credits, and all payments 
made to other countries, called debits, In the 
course of a year, all inflows of payments (credit) 
must exactly equal the outflows of payments 
(debits); the sum of all credit is equal to the 
sum of all debits, 


Comparing and contrasting 
fixed and floating exchange 
rate systems (HL only) 


‘This topic wil be discussed in Chapter 17, Section 17.2, 
after you have learned about the balance of payments 


a eee EE ee 
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Why do countries record zii tlieir foreign transactions; 
why do they keep records o all possible inflows and. 
outflows of money? The reason is that when money 
flows into or out of « country, it involves the exchange 
of different national currencies, These currency 
exchanges are an important part of understanding the 
balance of payments. 


Relating the demand and supply of a 
currency to the balance of payments 


‘We will consider the balance of payments accounts 
of Bopland, whose national currency isthe bople 

All the inflows of money from abroad inte Bopland, 

or all credits, can only be made if foveigners buy 
boples therefore credits represent foreign demand for 
hoples, corresponding to a foreign supply of all other 
currencies given up to buy bnples Outlows of money 
from Bopland to other countries or debits, represent a 
HBophunder supply of «pis, corresponding to Boplander 
demand for foreign currencies 


In the balance of payments accounts of a 
country, all credits (inflows of money into 

the country) create a foreign demand for tho. 
country's currency; and all debits (outflows of 
money from the country) create a supply of the 
domestic currency. 


The structure of the balance of payments 


Table 16.3 shows Bopland's balance of payments for the 
year 2019, The balance of pavments consists of three 
accounts: the current accowni, th 

the financial account, Each of the items in the three 
accounts is accompanied by a plus or minus sign: the 
plus sign denotes rvdts (money inflows) and the minus 
sign denotes debs (money outlows) 


For each of these three accounts, when the credits and. 
debits are added up, the sum is a positive or negative 
number, depending on whether the cre 

than ih debits (a positive sum) or the d 
hao the credits (a negative sum), 


A surplus inan account occurs whenever a 
balance has a positive value, meaning that 
credits are larger than debits (there is an 

excess of credits). 


A deficit in an account occurs whenever a balance 
has a negative value, meaning that debits are 
larger than credits (there is an excess of debits). 


1_ Exports of goods +40 
2 imports of goods E 
Balance of trade in goods (items 1+2) — |-25 
3 Exports of services +25 
4 Imports of serviens E 


Balance of trade in services (items 3+4) «10 


Balance of vade in goods and services |-15 
(tems 1324+344) 


S Income (inflows minus outflows) m 


4 Current transfers (secondary income) — «1 
{inflows minus outflows) 


Balance on current account. -20 
(itoms 142+3+4+5+6) 


7 Capital transfers (nflows minus outflows) | «0.7 


8 Transactions in-procuced, non-financial [+0,3 
assets (flows minus outflows) 


3 Foreign direct investment (FDI; inflows [+23 
minua outflows) 


10 Portfolio investment (inflows minus 4 
outflows) 


11 Reserve assets (official reserves) 


12 Official borrowing 


Balance on financial account 
(items 9+10+11+12) 


Table 16.3: Balance of payments of Bopland 2019 
(in bilions of bopiss 


ET, 


Copyright Material - Review Only - Not for Redistribution 


46 Exchange rates end the balance of payments 


The current account 
Balance of trade in goods 


Items 1 and 2 show the value of exports and the value 
of imports of goods respectively. Exports are the sale o 
goods to othe? countries, for which payment is received 
in boples therefore exports are a credit and have a 

plus sign. Imports are the purchase of goods from 
ther countries for which payment is made in foreign 
currencies (generating a supply of boples); imports ate 
therefore a debit and have a minus sign. The balam of 
trade in goods is calculated by subtracting imports from 
exports or what i the same thing, adding items 1 and 

2 (note that we must take into account the minus sign), 
to the balance of trade is 40 ~ 65 = ~25 billion boples, 
indicating à negative balance of iride in goods, or a 
deficit in this balance. 


Balance of trade in services 


‘Items 3 and 4 ure analogous to items 1 and 2, only they 
involve the value of exports and value of imports of 
services Services include a variety of activities, such 

as insurance, tourism, transportation and consulting. 
When foreigners visit Bopland as tourists, Bopland ix 
exporting tourism services similarly, when foreigners buy 
insurance from Boplander companies, this represe 
exports of insurance services When Boplanders visit 
‘ther countries as tourists, or buy insurance from other 
countries, they are importing tourism and insurance 
services, Table 16.3 shows that Bopland' exports of 
services are larger than its imports of vices and so the 
alance of trade in services (tems 3 + 4) is +10 billion 
boples. Bopland therefore has a surar in its bular 
trade in services 


of 


Balance of trade in ponds and services 
The next line states "Balance of trade in goods and 
services’, which is the sum of all the items 1-4, This is 
often referred to as the ‘trade balance! or "balance of 
trade’ for short, and includes the value of all exports 
‘minus the value of all imports You may note that this 
corresponds to what we call the ‘et exports’ component 
of GDP, abbreviated as X- M. Bopland has a nepatve 
trade balance (-15 billion boples). 


Income 
Item 5, ør income refers to all inflows into Bopland of 
nts, interest and profits from abroad. minus all outflows 
of rents, interest and profits Bopianders may earn 
income abroad, if they own rental property abroad that 


earns rental income, or have bank accounts abroad that 
carn interest, or if they own stocks in another country 
‘that cara dividend income, ør if they own a subsidiary of 
a naulinational corporation that earns profits Whatever 
income flows into Bopland from abroad is a credit, while 
Whatever income flows out of Bopland is a debit. In 
Bopland, income outflows are greater than income 
inflows lading to a value of - 6 billion boples for income. 


Current transfers 
iem 6, or current transfers refers to inllows into Bopland 
due to transfers from abroad like ifs remittances 
(money sent home to relatives by Boplanders living 
abroad), foreign aid, and pensions, minus outllows of 
Such transfers to otber countries, This item is positive 
(C1 billion boples), indicating that credits are greater 
‘than debits, as Boptand receives more transfers from 
broad than it makes to other countries 


Balance on current account 

When we add up all the items in the current account 
esas 1-6), we get the balance on current account 
Known also as the current account balance. Bopland 
has a current account deficit of -20 billion boples: the 
debits (outflows) are larger than the credits (inflows) by 
‘this amount. (If the credits were larger than the debits 
Bopland would have had a current account surplus.) 


From the point øf view of demand and supply of 
boples, she deficit on this account means there is an 

cens supply of the currency in the foreign exchange 
market: the quantity of boples supplied (debits created 
by Boplanders) is ver than the quantity of boples 
demanded (credis created by foreigners). (Tbe quantity 
‘of boples demanded to make the credits possible is 
equal to the sun of all the credits, or + 404 25+ 1 = +66 
billion boples: whereas the quantity of boples supplied 
To makz the debits possible is equal to the sum of all 

the debits or ~65~15~6 = 86. Adding the credits to 
the debits we huve +4686 = ~20 billion boples, which 
is excess suppl of boples, or the deficit on the current. 
account) 


In general, the trade balance (meaning the balance of 
trade in goods and services) is the most important part 
fof the current account in most countries Therefore a 
deficit on the current account is usually due to an exce 
‘of imports of goods over exports, whereas a surplus on 
the current account is usually due to an excess of exports 
of goods over importe 
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The current account of the balance of 
payments is the sum ofi () the balance of trade 
in goods; (i) the balance of trade in services; 

i) income inflows minus outflows; and (v) 
current transfer inflows minus outflows. The 
‘most important part of the current account in 
‘most countries is the balance of trade in goods 
and services (+i. 


The capital account 


The capital account consists of two items ln item 7, 
capital transfers, include inflows minus outflows for 
such things as debt forgiveness (when debt is cancelled) 
non-life insurance claims, and investment grants (money 
given as a gift by governments to finance physical 
Capital), 


‘Hem 8, transactions in non-produced, non-financial 
aset, consist mainly of the purchase or use of 
natural resources that have not been produced (land, 
mineral rights, forestry rights, water, fishing rights, 
nirspace and electromagnetic spectrum). t includes 
all inflows of funds into Bopland (credits) minus 
outflows of funds from Bopland (debit) due to such 
transactions 


“The sum of items 7 and 8 give the halance on capa 
account, in which Bopland has a surplus of +4 billion 
boplex meaning that the credits (payment inflows) are 
more than the debits (payment outflows), The quantity 
of boples demanded is larger thao the quantity of 
boples supplied. Therefore a surplus on an account 
Indicates there ix an excess demand of the currency in the 
foreign exchange market. 


zener, the capital account is relatively unimportant 
in terms of size compared to the other two accounts 


The capital account of the balance of payments 
of a country is composed of inflows minus 
‘outflows of funds for capital transfers and 
transactions in nen-produced, non-financial 
assets. The capital account is relatively smal! 
compared to the current account and financial 
account 


The financial account 

‘The financial account consists of four em 

orsign direct investment (FDI) 

Hem dea with foreign direct investment (t be studied 
in Chapter 20). This includes investments in productive 
facilities consisting o physical capital, such as buildings 
and actoris, undertaken by mulunational corporations. 
“The figure for this item includes inflows due to direct 
investment by foreigners in Bopland (credits) minus 
uto due to Boplander investment abroad (debits), 
Bopland accepted more direct investments by foreigners 


"han it made in other countries, by the amount of 
23 billion boples 


Portfolio investment 

Tem 10, porto investment, shows investments in 
financial capital (such as stocks and bonds). In Bopland, 
inflows credits) for the purchase of stocks and bonds 
were Iewe than outflows (debits) for the same purpose 

(C4 billion boples) 


(You may note the distinction between inflows or. 
outflows of funds due to the purchase of ases, and 
inflows or outflows of funds due to income generated by 
the purchase of assets. If a multinational corporation 
decides to invest in Bopland by purchasing physical 
capital, there results an inflow of funds into Bopland. 
appearing as a credit in Bopland's fmol account, I 
‘the owners of the multinational corporation decide to 
take their profits out of Bopland and back to the home 
country, there is an outflow of funds from Bopland 
appearing as a debit in Bopland's curren account.) 


Reserve aveis 


em H1, reserve assets (or official reserves), refers to 
foreign Currency reserves that the central bank can buy 
‘or sel o influence the value of the country’s currency 
Suppose the Central Bank of Bopland holds reserves of 
US dollars. If it sells dollars, it does so by buying boples 
This is an inflow of boples, appearing as a credit in the 
financial account, Table 16.3 shows the Central Bank to 
have bought I billion boples appearing with a plus sign 
(a credit). (Ifthe central bank had sold boples by buying 
dollars this would be an outflow of boples and would 
appear as a debit in the financial account.) 


Official borrowing 


Official borrowing refers io government borrowing from 
abroad, Inflows of fonds into Bopland due to borrowing 
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by the Boplander government from foreign lenders 
foreign government debt, to be discussed in Chapter 19; 
also Chapter 11 at HL) appear as credits Similarly 
Boplander loans tu foreign governments lead to an 
outflow of funds from Bopland appearing as debits The 
figure of -1 bilion boples indicates that Bopland isa net 
lender (outtiws are greater than inflows) 


Balwice on financial account. 

"The balance on financial account, given by the sum of 
jems 9, 10, 11 and 12 shows surplus of 19 billion 
boples (the credits are more than the debits}. Therefore 
there is an excess demand of 19 billion boplos in the 
foreign exchange market for this account 


The financial account of the balance of 
Payments consists of inflows minus outflows 
of funds for () foreign direct investment; 

(i) portfolio investmont (i) reserve assets 
and (v) official tarrowing. 


Two clarifications 


Errors and omissions 


To the real world, it is extremely difiul (if at all 
possible) to record every single transaction between a 
country and all other countries, and some of these go 
unrecorded. However, since the sum of all credits must 
equal the sum of all debits, it is necessary for actual 
accounts to include an item creating this equality. 
‘Therefore, the real-world balance of payment accounts 
include an item called "errors nnd omission” to create 
ün equality between the un: of credits and the sum of 
debits. Iis simply a statistical "trick that does not alíect 
our analysis of the balance of payments, and so for 
simplicity is not inclod he 


The capital account and the financial account. 
Economists citen use the term "capital account to refer 
to both the capital and financial accounts that appear 
in Table 16.3. However, since 1997, countries around 
the world are increasingly using the classification sytem 
shown in Table 16.3 in their balance of payment 
Therefore if you come across the expression ial 


account in yous general reading, you should be 
avare that ‘ference is being made to what is actually 
the “financial account’, together with the relatively 
unimportant capital account 


1 Define the balance of payments. Describe 
its role. 


2 a Define debits and credits, relating 
these to the demand for or supply of a 


currency in the foreign exchange market, 


b Provide some examples of money flows 
into and out of the country where you 
live, and explain whether these are 
credits, or debits 


3. Explain, providing examples, 


^ the four components of the curant 
account, 


b the two components of the capital 
account, and 


£ the four components of the financi 
account, 


Outline the meaning of a ‘deficit’ and a 
‘surplus’ on an account. Explain in terms. 
of debits and credits 


b Explain the meaning of a deficit or 
surplus in the current account. Identify 
what items in the balance of payments 
aro most likely responsible for a deficit 
or surplus, 


Calculating elements of the 
balance of payments 

Given the components of the balance of payments and 
thei relationships, we can calculate various clementi in 


the balance of payments You are given some exercises in 
"Test your understanding 16.8. 


ED 


Copyright Material - Review Only - Not for Redistribution 


> econo he [P DOMA coutstaoon 


Answer the questions below based on the table 


showing the balance of payments accounts of. 
Lakeland (2019, bilion Lk 


| Esports of goods +310 
Imports of goods Z525 


Balance of trade 


goods 


Exports of services. +52 


Imports of services 2 


Balance of trade 


Income [ras 
‘Current vanse +73 
Balance on current account 

oe 
‘Capital transters <3 


Transactions in non-produced, [+7 
non-financial assets 


EET a 


Direct investment +107 


1 Filin the blanks in the table. Cheek your 
results by using the relation: current account 
l account + financial account, 


2 Identify which of the three accounts are in 
surplus and which in deficit, Explain your 
answer using the concepts of debits and 
credits 
1s Lakeland experiencing a balance of 
payments deficit or a balance of paymonts 
surplus? 

4 Outline whether or not itis possible that 
the value of the Lk! is determined in a freely 
floating exchange rate system? Explain. 


The interdependence between 
the accounts 


The meaning of ‘zero balance’ in the 


balance of payments 


In the balance of payments, the sum of all the items is 
always zero This is another way of saying that the ss 
(ofall credits always balances with the sum of all debits 
In addition it is another way of saying that deficits are 
matched by surpluses. 


As you can see in Bopland's case, the deficit in the current 
account of ~20 billion hops is exactly matched by the 
surplus in the combined capital and financial accounts: 

= 20 billion boples e + 1 * 19 billion boples In other 
words, the excess supply of boples in the current account, 
‘which isin delien, is exactly matched by an excess demand 
for boples in the remaining two accounts, which altogether 
ane in surplus 


We turn now to an explanation of this point. 


Why is there a zero balance in the 
balance of payments? 


The question arises, why does the balance of payments 
have a zero balance? 


There ix a very simple answer to this question, You 
may recall from our discussion above that all credits in 

the balance of payments create demand for a currency, 
und all debits create supply of the currency You may 
also recall that exsfuange sates are ay determined by 
currency demand ani supply, in both floating and fixed 
exchange rate systems. The same is true for managed. 
exchange rates ince these are floating exchange rates 
With some intervention to influence currency demand 

or supply. I follows then that at the point where an. 
‘equilibrium exchange rate is determined, in other words 
‘atthe point where currency demand equals currency 
supply tt salo the eave thatthe sum of credits is egual to 
‘the sam of debits. Therefore deficits mist match surpluses 


How does this work in practice? We turn to this 
question next 


Why the current account and financial 
account are interdependent 
When a country tres ith other countries, its imports 
of goods and services are unlikely to be equal toi 


exports. If imperts are greater than exports, it has a deficit 
in its trade balance, and since this is the most important 
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component of the current account, it also likely hasa 
current account deficit, Using the production possibilities 
model, we can see thi in Figure 16.7(a), The country's 
PPC defines the mcxionum it can produce, but the 
country is consuening at a point outside its PPC, such as 
point C, because it is importing more than it is exporting, 


(HL students note that achieving a point outside the PPC 
by means of a trade deficit i very different from achieving 
ach a point by specialisation and trade according to 
oraparative (or absolute) advantage (Chapter 14). The 
theory of comparative advantage presupposes that 
imports and exports balance each other, so 
trade deficit or trade surplus: a point outside the PPC is 
achieved because of an increase in allocative efliciency) 


J£ thene is a current account deficit 
financial account surplus (the capiial account being very 
small), which provides it with the foreign exchange it needs 
to pay for the excess of iraports over exports The surplus 
on the financial accout may arise from investments 

in physical or financial capital by foreigners including 
loans from foreigners I follows, then, that a deficit in the 
current account s matched by a surplus in the financial 
account (along with the unimportant capital account), 


a With a trade deficit, country consumes outside its PPC 


i 


D 


pec 


ood 8 


b. With a trade spi country consumes inside its PPC 


n 


E 


* qood 


Figure 16.7: Using a PPC to Ilustrate a trade deficit and a 
trade surplus 


IF the economy s exports of goods and services are 
seater than jts imports, it has a surplus in its current 
accouni, meaning it is buying from foreigners less than 
what it sells to them, While it is producing somewhere 
on the PPC, itis consuming less, so the output available 
for domestic consumption is at a point inside its PPC, 
such as D in Figure 16.1(b). The difference between 
What it consumes and what it produces is the excess of 
exports over imports 


When there is a surplus on the current account, the 
country is accumulating foreign exchange (as it earns 
more foreign exchange from exports than it pays out 
o buy imports), which it can use to buy assets abroad 
(direct or portfolio invsstwents, including loans to 
other countries), Tt follow, then, that a surplus in 

the current account is matched by a deficit in the 
financial account. 


ct, most economists believe that the surplus 

of a financial account of a country very. 
often i the result of what is happening in the current. 
account. If there is a deficit in the current account, 
the financial account is a reflection of the need to 
finance that deficit; if there is a surplus in the current 
account, the financial account reflects investments in 
Toreign countries undertaken to dispose of the extra 
[7 


A current account deficit means a country 
consumes more than it produces; and it pays 

for extra output consumed through a financial 
account surplus, A current account surplus 

means a country consumes less than it produces, 
and part of the income generated from the 
sale of exira output produced corresponds to a 
financial account deficit. 


The meaning of ‘imbalance’ in the 
balance of payments 


Since the balance of payments must always balance, why 
do we often hear the expressions ‘balance of payments 
deficit’ or "balance of payments surplus? A balance of 
payments deficit means there is a deficit in the combined 
current, capital and financial accounts (plus errors and 
omissions), excluding central bank intervention. balance 
‘of payments surplus mens there is a surplus in the 
combined three accounts (plus errors and omissions), 
excluding central bark intervention. Bopland, for example, 
has a balance of payments deficit: 
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current account deficit (~20 billion) + capital 
account surplus (+ billion) + financial account. 
surplus excluding the central bank purchase of 
1 billion (+ I5 billion) = -1 billion = balance of 
payments dfi 


The reason for central bank intervention ean be found in 
just this deficit. By buying up excess boples of 1 billion, the 
central bank creates a balance in the balance of payments 


MEST YOUR UNDERS 


Such imbalances (deficits or surpluses) occur in 
ally al! countries all the time, but a balance” 

is always created in the sense that debits are made 

to caus credits There are many ways to do this, 

which involve either reliance on market forces or on 

government intervention. HL students will see how this 

is accomplished in Chapter 17. 


4 Explain why 

a a trade surplus means that a country is 
consuming less than it's producing 

i» a trade deficit means that a county is 
consuming mere than itis producing, 


2 Explain tho re 
account, capital 
account 


'onship between the current 
iccount and financial 


3 Using the balance of payments accounts 
for Lakeland appearing in Test your 
understanding 14.8, draw a PPC diagram to. 
show how much Lakeland is consuming in. 

ion to how much it is producing. 


4 Explain why current account deficits are likely 
to be roughly matched by financial account 
surpluses, and current account surpluses to be 
roughly matched by financial account def 


in order to revise the I 
1 Se 


ict a country you ar 


it has bos 


2. Select a country you are interested in that ha 


‘exchange rale: 1s int 


regarding th 
management in the domestic economy? 


topics in this chapter. They are suggestions for inquiries that you can undertake on your own or in groups 
rning objectives af this chapter. 


Interested in and examine how the exchange rate of its currency has 

developed aver the course of the last several years, noting when it has been appreciating and when 
depreciating, Ty to identify the most important factors that have led to exchange rate 

changes. Have these factors led to changes in currency demand, or eucruney supply or both? 


a managed exchange rate, Try to identify the objectives 
‘of the government ci central bank intervention in the foreign exchange market to manage the 

ntion intended to lead to currency appreciation or depreciation relative to 
the free markat value? Why does the government or contia! bank want the currency to appreciate 
‘or depreciate? What methods does the government or central bank use to achieve the objectives 
exchange rate? Can you identify any important consequences of excha 


3. Choose one or more countries that are major trading partners of the country you live in. Does your 
country of residence have a current account surplus or deficit with this country or countries? To what 
‘extent is the current account surplus er deficit due to a trade surplus or deficit? Are there are other. 
components of the current account, such as income (possibly profit income or remittances), that play 
an important role in determinina the current account balance? 


hanco your und 
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>. conus ron THE E pionu coutsitaoon 


17.1 How the current 
account and the financial 
account are related to 
exchange rates 


/ARNING OBJECTIVE: 


The current account and 
exchange rates 


The current account and exchange rates 
in a floating exchango rate system 


‘As we know, under floating exchange rates, there is no 
government or central bauk intervention, and the market 
‘determines the equilibrium exchange rate, (In Table 16,3, 
there would be no buying or selling of currencies by the 
central bank, and the entry for item 11 on reserve assets 
would be zero) 


In Figare 17,2) at the initial equilibrium exchange rate 
of 0.67 euro = 1 dollar, the quantity of dollars demaided 

yea to the quantity of dollars supplied. In equilibrium, 
The sum of credits is equal to the sum of debite in the 
US balance of payments Similarly; in Figure 17.10), at 
the (identical) exchange rate of 1.5 dollars = ! euro, the 
quantity of euros demanded is equal te the quantity of 
curos supplied, so the sum of credit is equal to the sum of 
debits for the euro zone countries as well 


I the euro zone countries’ demand for imports from the 
United States increases, va Figure 17.Ha) the demand for 


dollars increases and the demand curve shifts to the right 
from D, to D,, At the initial equilibrium exchange rate 
of rate 0,67 euro = 1 dollar, there is an excess demand. 
for dotiars equal to the horizontal distance between A 
and B, The United States now has a surplus on its current 
‘account, and since nothing has changed in the remaining 
accounts, it has exces credit in itx hale of payments 
‘An imbalance has therefore been created, 


Part (b) shows that the increased demand for imports 
from the United States has caused the supply of euros 
to increase, and the supply curve shifts to the right 
from S, to S3. At the initial equilibrium exchange 

rate of 1,5 dollars = 1 curo, there is an excess supply 

of euros equal to the horizontal distance between D 
cand E. The euro zone countries have a current account 
deficit, correspovdivg to excess debits in their balance 
of payments. The current account surplus in the United 
‘Stites corresponds to a current account deficit in the 
curo zone countries 


a Cunent account surplus causes appreciation 


H sors 
E oso € 

i " 

$ og bier 


$/ price of €in terms of $) 


9 G of€ (euros) 


Figure 17.1: Current account and exchange rates 


ET 


Copyright Material - Review Only - Not for Redistribution 


17. Further topics on exchange rates and the balance of payments (HL only) 


We know that under freely owing exchange rates, market 
forces cause the exchange rate to change: the dollar 
appreciates to 090 euro = 1 dollar, which is equivalent 

to the depreciation of the euro to 1,11 euro = 1 dollar. In 
the United States the dollar appreciation causes imports 
to increase and exports to decrease until the current 
account surplus is eliminated, In the euro zone countries 
the euo depreciation causes imports to fall and exports 
to increase until the current account deficit is eliminatd 
"This eads to an important conclusion: 


Under floating exchange rates, wher there is 
a deficit in the current account, markat forces 
create a downward pressure on the currency 
exchange rate, When there is è surplus in. 
the current account, market forces creato an 
upward pressure on tho currency exchange 
‘As a result, exchange rate changes 
automatically eliminate current account deficits 
and surpluses, «nd create a balance in tho. 
balance of payments, 


The current account and exchange rat 
in a managed exchange rate syst 


The managed float is close to a freely floating 
exchange rate only it includes periodic interventions 
by the central bank to influence exchange changes 
{see Chapter 16), The most common iniesvention 
wolves buying and selling of reserve currencies 
(reserve assets), as with the Central Bank of Bopland's 
intervention. As we saw in Tible 16.3 Bopland has a 
deficit in its balance of payments, meaning there are 
excess debits due to an acess supply of boples In 
a freely floating system, the central bank would not 
have intervened, and ihe hope would have depreciated. 
However, the Central Bank of Bopland sold dollars 
and boughi 1 billion boples, creating a credit of that 
amount, thersfore offsetting the deficit of =I billion 
boples. The result was to avoid depreciation and 
matman the bople's exchange rate. An alternative 


would have been for the central bank to create a 
smaller credit (say 0.5 billion boples), in which case the 
bople would have depreciated, but less than under a 
reci eating system. 


The current account and exchange rates 
in a fixed exchange rate system 

Suppose now that Boplasd has a fed exchange rate. 

I ences debits persist year after year the Central Bank 
of Bopland can keep selling dollars and buying boples, 
renting the nece credits to match the exces debits 
Thus maintining the fied exchange rate. But at sme 
point, he Bank of Bopland wil run out of dollars to 
SI The government or contral bunk must therefore fad 
aya to cree credit or decrease debits to maintain 

a balance. To inciense credits, the contral bank cam 
increase interest rates thus attracting foreign financial 
investments or the government can borrow from abo 
oth actions increase credits in Uhe financial account. The 
government could limit imports (through contractionary 
facil and monetary policies or trade protection), or it 
could impose exchange controls limit to the amount 

of domestic curreny that can be exchanged for foreign 
Currencies): boh hee actiona decrease the debits 


"These measures are exactly the same as those needed to 


maintain the fixed exchange rate, studied in Chapter 16, 
Section 16,3, I follows that 


m, the balance of 
made to balance by policies that 
change currency demand or supply in order to 
keep the exchange d 


In a fixed exchange rai 
payments 


You can wee, then, that the idea of a zero balance in 
the belance of payments is very closely connected to 
exchange rates The reason is that eversihing that ir 
recorded in the balance of payments creates a demand 
for or supply of a domestic currence 

the domestic currency is determined by currency supply 
and demand (in all exchange rate systems), it follows 


"Toes how this hapa, consider the following chain f events. Given the nil change in the demand for dollars, the appreciation ofthe 


dlr makas US expors more expansive and pot om su sone countries cheaper while he dapre 


iin of the euro mak eura 


dore export cheaper and empor om ths Us more expensive More experave US exports ate in at mare expenive impor om the 
ed Sats for euro sane courte, and ia has the efecto nering the quantity of dollars demanded by aura zona countries, a wll 
as lowering the quantity sf auros supaled by sura sone counties At the same tma, chespereur zona expats in flor ra cheaper US 
imparts fom euro zone counties hich ncreste the quant of suras demanded bythe US and rereana fe quantity of dolar supped 
By US importera As a rst U voces [debi and eur zane exports eta) veste whe US imports [oeis and eurozone cip 


dads decreto Bah curent account balancas ae slated 
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> ECONOMICS FOR THE IB DIPLOMA: COURSEBOOK 


that a zero balance in the balance of payments means 
there is a balance between the demand for and supply of 


The financial account and exchange rates 


Ie was noted ia Chapter 16 that most economists believe 
that what happens in the financial account is at least 
in part a reflection of developments in the current 
sexount. However, the financial account is also able 
o exert an important influence on the exchange Fite 
Suppose for example that Country X with a financial 
account surplus (and a corresponding current account 
deficit) is experiencing high rates of inflation, leading 
the central bank to pursue contractlonary monetary 
policy by raising interest rates, This will attract an 
inflow of financial capital into Country X, and hence 
additional credits in the financial account corresponding 
to increased currency demand. In addition, there would 
bea fall in currency supply or decreased debits in the 
financial account ss some domestic investors now prefer 
financial investments in the domestic market, More 
credits together with Fewer debits in the financial account 
result in an excess of credits over debits, or an excess of 
currency demand over supply, Assuming that the curent 
deficit remains unchanged, the excess credits 
cause an appreciation of the currency of County X. 


Similarly, an excess of debits over credits in the 
event of an outflow of financial capital would cause 
a depreciation of the currency. In the event of 
outflows due to currency speculation v expectation 
of a depreciation, there could be very large outflows 
of funds (known as capital fihi to be discussed in 
Chapter 19, Section 19.2) leading to very significant 
exchange rate depreciation: 


17.2 Comparing and 
contrasting exchange 
rate systems 


LEARNING OBJECTIVE: 


Degree of certainty for stakeholders 
Fixed exchange rates 

Under fixed exchange rates, there is a high degree of 
certainty for firms consumers and the government 
tect they know what exchange rates wil be in the 
futur This certainty makes it easier for businesses to 
Plan future vestments domestically and abroad, sales 
Oo their produci to other countries (exports), costs of 
"mporled input and other activities because they do 
fot have to take into account poule exchange nie 
changes that would chang relative prices rom country 
to county Consumers ean better plan travel abroad, 
purchases of imported goods and series and financial 
Investment in other countries. Government can 
similarly plen tvs involving foreign transactions 


4 Using Bopland as an example, and its national 
currency, the bople, draw exchange rate 
diagrams to show why 


« a deficit in the current account is likely to 
resultin a downward pressure on the value 
of the currency, and 


b a surplus in the current account is likely to 
result in an upward pressure on the value 
ofthe currency. 


2 Explain why 


a asurplus in the financial account is likely to 
result in an upward pressure on the value 
of the currency, and 


b a deficitin the financial account is likely to 
result in a downward pressure on the value 
ofthe currency. 


3^ Using the example cf Bopland, explain how 
its balance of pay ments deficit could be 
corrected in tha three exchange rate systems 
loating, managed, fixed. 
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17 Further topics on exchange rates and the balance of payments (HL only) 


(purchases of imported poods and services, payments 
of interest and capital on foreign loans, ec), Asa result 
there may be a better allocation of resources 


For the same reasons, fixed exchange rates favour 
international trate. The absence of exchanges rate 
changes makes it possible to calculate accurately the 
prices of goods and services in different countries 


Floating exchange rates 
Ponting exchange rates cause uncertainty as stakeholders 
cannot be sure what the value of currencies wil be in 

the future, This may have negative effects on 

investment flows due to an inal 

the future 


In addition, large and abrupt exchange rate changes can 
cause serious problems for countries that depend heavily 
‘on exports, Occasionally these can result in financial 
crises, due to very large current account deficits (which 
may sometimes require intervention by the International 
Monetary Fund; o Chapter 20) through loans that help 
finance the deficits 


The role of foreign currency reservi 


Fised exchange rates 
Central bank intervention to maintain a fixed exchange 
sate (Chapter 16, Section 16,3) requires sufficiet 
supplies of reserves of foreign currencies, IF there is a 
current account deficit, reserve currencies cun be sold 
to buy the domestic currency, thus creating credits in 
the financial account to offsel the excess debits in the 
current account, Problems can arie if central banks 
do not have enough reserves to carry out the necessary 
Xerventions (see below). 


Floating exchange sates 
Under floating exchange rates there is no need for 
central banks to hod foreign currency reserves wince 
there i no need for intervention in foreign exchange 
marketa The balance of payments balance entirely 
through market forces 


Correction of current account 
imbalances 

Fixed exchange rates 

Under fixed exchange rates, there are no easy methods to 
correct imbalances in the balance of payments, External 
shocks (such as a sudden increase in oil prices leading 


to current account deficits for oil importers) cannot be 
handled quickly and easily. Large or persistent current 
account deteits require large quantities of foreign 
cusrency reserves or access to foreign borrowing. If 
these are not readily available, the country must resort 
o contractionary policies, trade protection or exchange 
controls, all with serious negative repercussions (see 
below). If current account deficits persist, the country 
may have to devalue its currency, 


Floating exchange rates 
One of the most important advantages of lexible 
exchange rates is their ability to adjust automatically 
to excess demand or supply of the domestic currency, 
thus bringing about a balance in the balance of 
payments (sce Section 17.1 above), A current account 
deficit is eliminated through currency depreciation; a 
surplus is eliminated by currency appreciation. 

As a result ere is casy adjustment to external shocks 
‘A sudden increase in oil prices, for example, leading. 
o à current account deficit is met by a fall in the value 
of the currency. This mechanism allows the economy 
to be shielded against the effects of negative external 
developments, 


Effects on inflation 


Fixed exchange rates 
I a country hasa rate of inflation that is higher than 
that of its trading partners, the foreign demand for 
exports falls as these are less competitive, While the 
demand for imports nises. and the country is likely to 
develop à curren: account deficit. However, there is no 
possibility of the current account deliit being corrected 
through depreciation. This means that countries with a 
fixed exchange rate are encouraged to use fiscal policy 
To maintain a Jow and stable rate of inflation in order to 
‘be bic to maintain their export competitiveness. 

This may mean use of contractionary policy which 
creates recession. 


Floating exchange rates 
In the event that the rate of inflation is greater than that 
ofits trading partners, so that the country develops a 
current account deficit, this can be corrected through 
currency depreciation. However, depreciation leads to 
higher costs of imports, which in turn can create 
cost-push inflation due i ihe higher cost of 

imported inputs 
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Flexibility offered to policy-makers 


Fixed exchange rates 
Fixed exchange rates do not offer flexibility to 
policy-makers The need to maintain the exchange rate 
ata fixed level forces the government and central bank 

o pursue a range of policies that come with certain 
disadvantages particularly in the case where the currency 
is odes pressure to lose its value. These policies were 
considered in Chapter 16, Section 16.3, where we sav that: 


+ interest rate increases attract financial investments 
but have contractionary effects in the domestic 
economy 

* borrowing from abroad also incre ses inflows of 
funds, but extensive borrowing may lead to high 
levels of debt resulting in a range of problems (sec 
Chapter 19) 

^ contactionary fiscal ond monetary policies to limit 
imports may crente a recession and unemployment 
in the domestic economy 

^ trade protection to limit imports results in increased 
inefficiency in production, increased domestic and 
obal misallocation of resources and may result in 
retaliation, 

Floating exchange rates 

‘outing exchange rate offer greater flexibility te 

policy-makers, Domestic economie policy dock not need 

to respond to balance of payments problens, and ca 

be carried out in accordance with domestic priorities 

For example, if there is a current agcoun deficit, there 

is no need to pursue contractionary scal and monetary 

policies (which would create a recession), The government. 

Can pursue expansionary fis! and monetary policies, 

ad the current account deficit will automatically be 

corrected through currency depreciation 


Effects on speculation 


Fixed exchange rates 
Speculation i limited since the exchange rate cannot 
move up ar down. Therefore fixed exchange rates remove 
a enue of currency instability due o speculation. (An 
exception occurs when people believe that a country may 
devalue or revalue its currency, in which case there is 
room for speculation.) 


Floating exchange rates 


Currency speculation which occurs under floating 
exchange rates can be destabilising. If speculators expect 


a cursency te depreciate due to large current account 
deficits they can sell the currency in anticipation of its 
depreciation, Asa result they cause it to depreciate more 
than it otherwise would. 


Evaluating managed exchange rates 
(Supplementary material) 


The managed Noat, currently in use today, came about 
spontaneously following the collapse of the system of 
fixed exchange rates in 1973, Supporters of the managed 
oat angue that it is superior lo fixed exchange rates 
because it offers flexibility to pursue policies according to 
the needs of the domestic economy Is flesbiity further 
allows economies to 23 t more easily to shocks (such 

is abrupt increases in the price of oil). Also, they clam 
itis superior to floating exchange rates because it offers 
governments the opportunity to prevent very sudden and 
large exchange rate fluctuations and it alio works to make 
currency speculation more dificu because speculators do 
noi know if and when a central bank will intervene in a 
cunency market to change the value of a currency 


Critics of the managed float argue it cannot do enough 
to prevent large currency fluctuations which are 
especially damaging to economies highly dependent 
‘on exports, They argue that sharp drops in exchange 
rates played a major role in bringing about the severe 
financial crisis experienced by some Asian countries 

the late 1990% Also, the managed float does not appear 
{to be successful in eliminating large trade imbalances, 
as the experience ofthe United States indicates. 
Further it offers countries the opportunity to ‘cheat’ 

by undervaluing therr currencies and gaining an unfair. 
competitive advantage (the ‘dirty fowt": see Chapter 16) 


Few econo today would suggest returning to 
fixed exchange rate system; however, some economists 
emphasise the need for increased international 
collaboration that would exercise some oversight over the 
management of exchange rates 


Discuss the advantages and disadvantages 
of fixed and floating exchange rate systems. 


(Optional) Describe some arguments in 
favour of and against managed exchange 
rates. 
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17. Further topics on exchange rates and the balance of payments (HL only) 


17.3 Evaluating 
monetary union 


Tn Chapter 15, we saw that monetary union occurs 
When the member countries of ^ common market 

adopt à common currency and a common central bank 
responsible for monetary poly, such as the European 
Monetary Union whose tember countries have adopted 
the euro. Ht was briefly noted that in some ways monetary 
union is like a system of fixed exchange rates for the 
countries that participate in the union, but without any 
possibility of revaluing or devaluing their currencies. 

In other word by adopting a single currency it is as 
though they permanently fix the values of their currencies 
‘inst each other, From this perspective, some (tbough 
certainly not all) of the advantages and disadvantages 

ir to the advantages and 
disadvantages of fixed versus flexible exchange rates, But, 
additionally, monetary union has a further very significant 
characteristic: the creation of a single currency, overseen 
and controlled by a single centra! bank. This characteristic 
offers further potential benefits as well a possible costs. 


Advantages of monetary union 


A single currency eliminates exchange rate risk and. 
"certainty, Exchange rate fluctuations create risks and 
uncertainties fer traders and investors, who do not know 
What the future exchange rates will be. A single currency 
eliminates the risks and uncertainties, with benefits 

for inzorters and exporters consumers and investors, 
thereby encouraging trade and investments across 
boundaries This contributes to achieving a more eficient 
allocation of resources 

A single currency encourages price tramsprzeocy. Price 
transparency refers to the ability of consumers and 
firms to compare prices in all the countries that have 


adopted a con.sion currency without having to make 
exchange rte calculations and conversions This makes 
it easier for all economie decision-makers to see price 
differences quickly and accurately across countries and 
make price comparisons, and has the effect of promoting 
competition and efficiency 

A single currency eliminates transaction costs Whenever 
there is a conversion of one currency into another, 

the banks (or whatever institution performs the 
conversion) charge a fe for the conversion; this isa 

type of transaction cost. single currency eliminates 
the transaction costs of the conversion, resulting in 

significant savings that have the effet of encouraging 
‘rade, investments und inicrnational financial lows of 
all kinds. thas been estinated that the savings from the 
elimination of transaction costs of currency conversions 
Within the euro zone countries amounts to about 1% of 
the combined GDPs of the countries involved, 

A single norency promotes a higher level of inward 
imestment. Inward investment refers to investments from 
‘ouluders towards the member countries with a common. 
currency, and these can be expected to rise because of 
the absence of currency risk within an expanded market, 
‘resulting in greater economic growth, 

Low rates of inflation ive rive to low interest rates, 

more investment, increased output. V a member country 
has a high rate of inflation, its exports become less 
competitive, possibly a current account deficit, But 

there is no possiblity of currency depreciation to regain 
competitiveness since there is no domestic currency 
‘Therefore member countries become committed to 
maintaining a Jow rate of inflation. Low rates of inflation 
contribute to cresting important benefits: ow rates of 
interest, higher ivels of investment and higher levels 
of output. A number of euro zone countries, including 
southern European countries as well as economies that 
transitioned from central planning to market economies 
bad high rates of inflation prior to monetary union. Al 
ave brought down their inflation rates to low levels with 
adoption of the euro. 


Disadvantages of monetary union 


A single currency involves loss of domestic monetary 
policy as an instrument of economie policy. For all euro 
Zone countries monetary policy is the responsibility of 

the European Central Bank, the objective being price 
stability for the region as à Whole. Each individual country, 
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whatever its particular circumstances (higher or lower 
inflation, unemployment, e. ihan the average of the curo 
one countries), is nat to carry out its own monetary 
policy to influence the rate of interest and bence the lev 
o economic activity within its boundaries 
Saas polo parsed by the ingle central benk ill 
impact differently om each member county depending 
on its cvm particular circumstances Since counties are 
likely to differ from each other with respect to degrees 
vf nation, unemployment, t. the singe monary 
icy pursued by the single central bank is ly to have 
irent impacts on each of the member couiines, 
A single cuveney involves loss of exchange rates asa 
mechanism for adjustment. V a member sountry has a 
trade deficit with another member country it no longer 
has its own national currency that could depreciate (im. 
a lexible exchange rate system) or devalue (in a pegged 
system) in order to cores the imbalance, Similarly, 
i'a member country has a higher rite of inflation 
and its goods becoi ess competitive abroad, the 
problem cannot be solved by currency depreciation or 
valuation sad it has to use contractionary fiscal 
policy to cornet the imbalance which leads to recession, 
Fiscul policy in constrained hy the comergence 
reqeicinents Whereas cach member country retains the 
ity to carry out its own fiscal policy there are certain 
strictions imposed by convergence requirements. In the 
case of European Monetary Union, total publie debt 
annot be greater than 60% of GDP and the budget 
a year cannot be gear than 3 
es this is scen by many nhe an advantage 
(because it promotes fiscal discipli), others view it 
ssa restriction of the authority of the government 
of a country and consider it 1 be a disadvantage of 
monetary integration. (Many EMU countries have at 
Various imes violated ths convergence requirements) 
A vingle currency «verse by the single central bank 
motres los of tional governments authority in 
economic policy making. I is no longer national 
governments and national central banks that ar 
responsible for economic policy, but rather the central 
ari that oversees the monetary system of all the 


member counttis of the monetary union, Moreover, 
authority is ransferred away from democratically elected 
‘ational governments towards an independent body that 
may be unelected (as in the case of the European Central 
Ban) 


Many economists argue that the EMU may not survive 
‘over the long term if it does not reform, One change 
they consider to be essential is iseal union. Fiscal union 
ix an even higher form of economic integration that 
‘would involve the establishment of a central fiscal body 
with authority over all member countries. This body 
would have the powers to tax the member countries 
‘through central taxation policies and would also spend 
ax revenues in accordance with centrally determined 
policies, Such a fisca! union has never been attempted 
to date among any group of countries The countries 
fof the curo zone cach make decisions about taxing and 
spending on a national level 


Economists consider fiscal union to be ewential to 
‘the ougerm success of monetary union in order to 
dei! with the obstacles posed by the elimination of 
independent monetary and exchange rate polices (See. 
Real world focus 17.1.) Examples noted are the United 
States, Germany and Switzerland, all comprised of 
states with their own state pov headed by 
overarching federal (national) government with powers 
over ll the states to tax and spend, This means that a 
depressed state, for example, which has no monetary 
policy of its own or currency that it can depreciate to 
increase exports, would receive financial assistance to 
emerge from its recession. However, there remain serious 
political constraint i the development of fiscal unio 
‘among the euro zone countries The reason for this i 
mainly with the loss of sovereignty that many count 
dear results from increasing economic integration. 


BET YOUR UNDERSTANDING 17 
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17 Further topics on exchange rates and the balance of payments (HL only) 


The Greek crisi: reveals the weaknesses of EMU 
The problem: of government debt and EMU 
During the first decade since the establishment 
of the European Monetary Union (EMU), there 

e no major problems. But with the onset 
che global financial erisis in 2008, there was 
concern that as EMU countries went into recession, 
the ‘one-size-its-all monetary policy and the 
inability to pursue a national exchange rute policy 
could pose serious problems for couniries with 
goverment deficits and debt. Whor a county 
goes into recession, the government deficit (and 
debt) increase because of fanc tax revenues 
and increasing government expenditures. By 
2009, many of the 16 euro zone countries had Figure 17.2: Athens, Greece, Pensioners rally against austerity 
deficits and debt excoeding the 3% and 60% of policies and person cuts 
GDP requirements ef the EMU. The bombshell ~ 
‘exploded when it was announced that the Greek publie deficit and debt were so large that Greece was having 
difficultes borrovang to finance (pay for) its deficit and debt, 


With Greaca being a small county whose GDP amounts to only 2.6% of euro zone GDP, why should anyone 
wory about Greek debt? The answer had to do with the auro itself. Because several eurozone countries had 

ye and rapidly growing budget deficits and debts, [inancial investors (nvestors in goverment bonds, oF 
‘government debt) became worried that the borrowing countries might default, in which case their investments in 
bonds would be worthless. When this happens. it becomes more and more difficult for governments to borrow. 
The reason is that financial investors requis much higher interest rates on bonds, in order to compensate them 
for the increased risk (this is called a risk premium) If interest rates on bonds rise to vary high levels, governments 
can no longer afford to borrow from financial markets, they can no longer borrow, a serious risk of default aries, 
and one country could begin defauting after another, Noto there is a set fuliling prophesy at work here, 


So the answer to the problem would appear to be that euro zone countries must lower their deficits and 
debts. How could they do this? This is where some of the dificulties of the euro presented themselves. 
The importance of pclicies to promote growth 

The easiest way to come aut of a situation of very high debt is to 'grow out of it, As Nobel Prize-winning 
economist Pav! Krugman explains, in 1946, after the Secor World War, the United States had a very large 
federal government debt of 1225 of GDP. Yet investors were nat concerned. Ten years ater, debt as a 
share of GDP had been cut in half. In fact, the US government did not even ‘pay back! its debt during that 
period; what happened is that GDP grew, roughly doubling over the same period” 


Therefore, what is needed in countries with large deficits and debts is economic growth. To achieve 
growth, countries need to rely on expansionary policies. Countries with high debts like Japan, the United 
Kingdom and the United States have their own currencies, which they can depreciate, giving a competitive 
advantage to their exports. They can also conduct an independent, expansionary monetary policy, which 
Would further encourage growth. For sxsmple, the central banks of some countries (like Japan and the 
United States), in their efforts to fight recession, lowered their interest rate to nearly zero in the early years 
of the global financial crisis. The hope was that as their economies came out al recession and began to 
grow, they could gradually emerge fram their situation of high debt. 


"Paul Krugman, ‘Leaning Fe 
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Yet such independant exchange rate or monetary policy action is nut an option for countries within the euro 
zone. Greece, as well as other southern European countries in the EMU, needed very low interest rates to 
encourage economic activity. However, the European Central Bank, influenced by Germany's concern about 
Inflation, did not allow the interest rate to fall for fear this would create inflationary pressures, Therefore, for 
countries in the EMU that needed to reduce their deficits and debts, the only available domestic policy tools 
that could support growth were supply-side measures intended to increase international competitiveness. 


Those, however, need a long time to take eet. Another problem is that supply-side measures by themselves are 
not enough to solve the debt problem. Hig y indebted governments must also ty to deal directly wth deficts 
and debt by cutting government expences and increasing taxes, This is the very opposite of what is required 
for growth, since these polides are actually contractionary: they work to lower GDP rather than increase it. 


Why didn't Greece leave the EMU? 
An obvious course of action would have been for Greece to leave the EMU, rutur to its national currency 
(the drachma), and regain its ability to conduct independent monetary ane exchange rate policies, 
However, this option would not be seriously considered by Greece or any other euro zone country, except 
as a last resort, If cna country were to leave the euro zone due to debt problems, this could lead to a 
chain of events with potentially disastrous consequences: it could shatter the confidence of investors in 
the ability of euro zone countries to pay back their debts, * of euro assets, a drastic fall in 
lue of the euro, inability of governments to borrow, 
possibly extending to other indebted countries outside 
‘massive global financial crisis with a very 


uro zone (such as the United Kingdom), and a 
'ep global recession. 


Tho importance of co-operation between eure zone countries 

situation lke this, an EMU:-wide policy of mutual assistance and co-operation would have been very useful. 
European Central Bank could have considered lower interest rates to help the counties in great need of 
some stimulus, The European Investment Bank could have considered investments that would counteract the 
«affects of budget cuts and tax increases. A ‘solidarity fund' could have been established to offer low-interest 
loans for investments in countries needing to encourage their growth. In fact, had there been an EMU-wide 
fiscal authority the problem might have boen avoided altogether, or at least might have been jovore. 
Prominent economists, including Joseph Stiglitz, Paul Krugman (both Nobel Priza winners) and Martin 
Feldstein, have compared the euro zone to the United States, explaining that the reason why the United States 
works well as a currency arsa is that there is a centralised fiscal policy. A: Paul Krugman writes: 


"Consider the eficn-made comparison between Greece and the state of California. Both are in deep 
fiscal troubla, both have a history of fiscal irresponsibility. 

But Caliornias fiscal woes just don't m much, even to its own residents, as those of Greece. 
Why? Because much of the money spent in California comes from Washington, not Sacramento. State 


funding may be slashed, but Medicare reimbursainants, Social Security checks, and payments to 
defence contractors will keep an coming. 


What this means, among other things, is that California's budget woes won't keep the state from 
sharing in a broader US economic recovery. Greece's budget cuts, on the other hand, will have a 
strong depressing effect on an already depressed economy" 

in early 2010, the euro zone countries, under the leadership of Germany, failed to present a united front 

face of a member country’s debt problems, According to Gustav A. Horn, Director af Germany 

Macroeconomic Policy Institute, the EU should have explained credibly and cleary that it would take 


Pal Krugman "A money to v he Intemational 


fald Tune, 6 May 2010. 


[oci — ———— 
"T 


Copyright Material - Review Only - Not for Redistribution 


47. Further topics on exchange rates and the balance of payments (HL only) 


a shared commen responsibility of an equal member of the ccxnnion internal market Instead, as the 
EU hesitated and delayed taking action, financial markets reacted by demanding ever-increasing and 
prohibitively high interest rates in order to lend to Greece, making it impossible for Greece to borrow from 
private investors As a result, Greece was forced to borrow from the EU and the International Monetary 
Fund (MF, to be discussed in Chapter 20). In Horn: words, 
"As a result of the active assistance of the German government, what has happened is exactly the 
thing that was supposed to be avoided, and what could have been avoided ~ namely that Greece has 
indeed been forced to ask for financia! help from other European countries.” 
The EU/IMF loans were made on condition that Greece pursues highly contractionary policies, involving 
very harsh cuts in government spending and huge tax increases, Because of its large debt, Greece would 
in any case have had to pursue contractionary polices, as explained above, Howover, with the lack of an 
independent monetary and exchange rate policy, the budget cuts and tax incinases had to be far greater, 
Since the Greek economy wns already in recession, this had the effect of making the recession much 
deeper, at a high human cost in terms of unemployment, reduced social benefits and increasing poverty. 
According to Joseph Suglit 


one hoped the Greek tragedy would convince palicymakers that the euro cannot succeed without 

greater cocperation including fiscal assistance). But Germany (and its Constitutional Court partly 
following popular opinion, opposed giving Greece the help that it needs, 
To many, both in and outside of Greece, this stance was peculiar: billions had been spent saving big 
banks, but evidently saving a country of 11 millon people was taboo." 

The growing seriousness of the European debt crisis 


ring of 2011, it was becoming increasingly apparent that the 'bailout for Greece by the EU and. 

hortcoming: negative grow! iced by the Greek economy due 
to the severe recession made it much move dificult for Greece to make its debt repayments, Higher taxes 
and lower government spending led to lower incomes and lower tax revenues, and therefore an increased 
need to continue to borrow to maka debt repayments, Greece was getting caught in an unsustainable 
debt situation, or debt trap’, whera a country must keep taking out more and mora new loans to pay the 
old ones, thus increasing rather than reducing the level of its debt, 


Inthe meantime, the European debt cra was spreading to other countries, In November 2010, Ireland 
requested financial es ance om the EU and IMF due to the accumulation of government debt arising 
from afr to recus i faling banka. Ths was fll by afar equ 

wan alsa facing meuning debt problema due to an encaus o goverment spending aver tax even 
the summer of 2011, here were majar ears that Span and May might alao be vequing bailouts 


The rola of the multiplier in Greece's 


contraction. 


in fact, the contraction of the Greek economy was far greater than what had been expected. In 2013 the 
International Monetary Fund (MF) made the astounding revelation that it had underestimated the size of 
Groece's multiplier (see Section 13.4, Chapter 13). This meant that the reductions in spending that were 
forced on the Greek economy by its lenders had a greater than expected effect on real GDP, causing a far 
deeper recession.” 


* Source hips maw nytinescomi/012/u4/ab/ousinet/alebalim-concedes-majenmastepeinalouta-ateece hinl 
“Gustav A. Hom, How Germany mad he Greek det crisis wars Speigelonline Intemational, 27 Aprl 2010. 

saa 

“Jeph Stigli, Reform he suro or bin it nthe Guardan, 5 May 2010. 
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The crisis reveals the flawed nature of the EMU 
The common currency of the euro zone countries means that exchange rate changes cannot correct 
current account deficits or surpluses, Some euro zone countries (especially Germany) hav 
export competitiveness, accumulating large trade surpuces, while others, including Grae 
competitiveness, and therefore have trade deficits. Germany's very large trade surpluses (about two-thirds of 
Gecrnanys export revenues come from euro zone countries) owe their existence partly to an ‘undervalued! 
currency. If the euro did not exist, its national currency would appreciate, it would lose part of its strong 
competitive advantage, and its growth perfomance would be weakened. At the same time, weaker euro 
zone counties’ currencies would depreciate, giving them the competitive advantage they strongly need to 
support their economies. As the German Finance Mir Germany became so prosperous 
"because it has more advantages from European integra 


Since exchange rate adjustmorts are not possible within the euro zone, there is an urgent need for another 
adjustment mechanism for EMY to work. Many economists argue that the present EMU institutions must 
be supplemented by an E MU-wide fiscal authority, with powers to tax, spend and invest, transfer funds 

ind monitor member countries, This would allow as to receive the necessary funds and 
investments to boost their growth. Yet there is tremendous opposition to this within the EMU countries 
themselves, Some of the countries that are by far the strongest opponents to close co-operation and fiscal 
policy co-ordination are the same ones that have gained the most from European integration. 


Tho end of the bailout programmes 


In August 2018, eight years aftar the first bailout by the MF and EU, and aftar two additional bailouts in subsequent 
years, Greece retumed to borrowing from financial markets. This was considered to be a great moment, 


However, the costs for the Greek economy and people have been tremendous. Greece is just starting to 
come out of the greatest depression of any aivanced country in recorded history, As a reslt of he punishing 
conditions imposed in exchange for the bailouts, real GOP is 25% smaller, while unemployment romains 

"he highest in the euro zone countries. in 2013, youth unomploym, iy 60% and over 
unemployment at nearly 28%, Pensions have dropped significantly and disposable incomes have dropped. 
by one-third. One person in threo ives at or below the poverty ine. Throughout this period, highly optimistic 
projections for growth were consistently disproven and growth rates stil remain far below those of other 
countries in Europe. 


Over 400000 Greeks, roughly 4% of the population, most of them in their twenties and thirties, eft the. 
country in search of work, with little likelihood of their ever returning in view of employment prospects in 
Greece. Most of tham were highly skiled and educated. This is a massive drain of human capital. 


The problem with austerity and budget surpluses 
A key issue is that Greece has been forced by its creditors to run a primary budget surplus, which is an 
excess of government revenues over spending, not including interest payments. The reason for this is that 
a budget surplus is the only way that a borrowing country can repay its debts, and creditor countries like 
Germany wanted to be sure they get their maney back. 


However, running a budget surplus is by ss nature contractionary fiscal policy, since it takes away from the 
economy's spending stream in the form of taxes more than it returns in the form af government spending 
Therefore the only way this could werk without sending the economy into a deep recession is if there is 
economic growth. 


"Quoted in Forget Greece: Ese real problem it Germany in the Washington Pot 21 May 2010, 
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Instead, with negative growth rates over several years, austerity and the necessity to accumulate budget 
surpluses, the Greek experience has shown the disastrous consequences of such a policy mix, which works 
to deepen the recession, making debt repayment come ata very high human cost, Nobel prize-winning 
‘economist Joseph Stiglitz notes the following: 


"Germany of ll countries should understand this. At the end of World War I, Germany was made to 
pay reparations by the Treaty of Versailles. To finance the reparations, it would have to run a surplus. 
Keynes! correctly predicted that Germen reparations and the resulting German surplus would cause 
a German recession or worse, The depression in Germany that followed had disastrous political 
consequences not just for Germany fur the entire world... Given the history, it is shocking that 
Germany and [Greece's creditors] have demanded that Greece and other crisis countries maintain 
large primary budget surpluses,” 

The fear is that if recession hits Greece again, there will be no more room for fiscal tightening, 

government spending has ne soom for falling further while punitive taxes cannot rise futher. Since 2015 

there has been a difference of opinion between the IMF and European creditors. The IMF has been 

advocating lenient deb :astructuring on the grounds that rapid debt reduction decreases economic 
activity, as a result making debt repayment far more difficult. The EU on the other hand has been rejecting 
this approach relying on harsher measures, 


Over the longor term, it appears unlikely that the EMU can work without fiscal machanisms of coordination, 
mutual support and surveillance, which would also allow its members to share both the benefits and costs 
of EMU membership more equally 


Sources: Krugman 2010a; Krugman 2010 Stiglitz 2010a, Stiglitz 2010; Feldstein, 2010, ‘Acropolis 
now, The Economist, 2010, 


http //time com; 
weweconomist.com. 


Applying your skills 
1 a Explain how economic growth helps countries lower their debt-to-GDP ratio, 


b. Using an AD-AS diagram, explain why contractionary policies meke it more difficult to lower the 
 debi-to-GDP ratio. 


2 Explain why a common currency can be interpreted 


being ‘undervalued! for countries with trade 


surpluses ard ‘overvalued! for countries with trade deficits 
3. Use a PEC diagram to show the effects of emigration o! young people on Greece's future growth 
prospects 


4 Use a circular flow diagram and the concepts of leakages injections to show why running a budget 
surplus by the government leads to contraction of the economy. 


5 Explain how Greece's experience illustrates the disadvantages of monetary union. 


‘ria reference to Jahn Mayol Kaynes who was introduced in Chapter 1 
Joneph E Sugita, O17) The Ec and it thee to the future of Europe, Penguin Baal 
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17.4 Understanding 
current account deficits 
and surpluses 


Consequences of persistent 
current account deficits 


Most balance of payments problems usually arise in 
connection with current account deficits, snainly due to 
an excess of imports over exports oer long periods of 
time, This allows countries to enjoy increased levels of 
consumption over what they produce, as we saw in the 
PPC diagram in Figure 16.72). however this cannot go 
on indefinitely. While curis! account deficits for short 


periods of time, or current account deficits that alternate 
With current zccount surpluses, do not generally pose 
problenis, over the long term there are likely to be several 
negative consequences 


Current account deficits, as we know, are paid for by 
financial account surpluses. As the central bank does not 
have endless amounts of foreign currency reserves to pay 
for a current account deficit, it must do so either through 
loans (borrowing from abroad) or by selling some of its 
physical or financial assets; all these methods result in 
inflows of foreign exchange. Yet both borrowing and sales 
of assets may pose problems if pursued for a long time. 


^ Depreciating exchange rate, A current account 
deficit pts a dowwand pressure on the exchange 
rate Large deprecations can lead to imported 
inflation, If tere is a risk of default the downward 
pressure ox the currency is much stronger because 
people don't want to hold currencies whose value is 
expected to fall further, and the currency becomes 

rable to speculation, 

+ Possible need for higher interest ates to attract foreign 
financial investments, leading to recession. I country 
has diliculy getting loans, it may have to increase 


its interest rats to attract financial investments 
However, higher interest rates dis 
investment and consumption sper 


ating a recession in the economy. 

+ Foreign ownership of domestic assets. The need 
for inflows of funds, or credits, in the financial 
account may lead countries to sell domestic assets to 
foreigners, such a stocks in the stock market, real 
estate or factors all of which eventually may lad 
to loss of control over its mets 

Increasing leves of debt. If a country borrows 
‘over long periods of time it runs the risk of 
accumulating so much debt that it may be unable to 
pay it back; this is called a risk of default. Risks of 
default, along with actual default, come with many 
problems, such as significant currency deprecation, 
difficulties of geting more loans and painful 
demand-side policies (see below). 


+ Cost of paying interest on louns, The interest 
payments that must be made on loans use up. 
national income of the country that could have been 
spent elsewhere in the domestic economy, such as for 
investment or provision of merit and public goods 

^ Foor imports of needed capital goods, Interest 
payments on loans alo use up scarce foreign 
exchange carnings (from exports that could have 
been used on imports of capital goods or other inputs 
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for production; the country may therefore not be ina 
Position to secure all needed imports for production. 

^ Poor internationa? credit ratings. International agencies 
rank countries scconding to how ‘creditworthy’ 
they are, racing how likely they are to repay their 
loans in fail and on time This is called a credit rating. 
Countries with large and persistent current account 
deficits have low credit ratings, making it more dificult 
1o get more loans in the future (no one wants to eral 
{oa country that may be unable to pay back its loans). 
Under such circumstances a country may have to raise 
its interest rates very high to attract foreign financial 
capital, and this can create a serious recession or make 
an existing recession deeper In additvon, the ability 
of a country to po on indefinitely financing its current 
account delit by selling of s assets depends very 
much on the confidence that foreign investors have in 
the domestic economy and currency I there isa belief 
that the currency my depreciate substantially, or that 
the economy vil not perform well in the future they 
may be uniting to continue to investi the country 
Or they may even try to sell their assets in the country, 

which case the country will be unable to finance 

its current account deficit. This is likely to result in 
significant and rapid depreciation of the domestic 
currency. 

+ Painful demand management policies, Countries with 
serious current account deficits must often pursue 
contractionary policies, Contractiotury m 
and fiscal policies have the effect of lover 
incomes, which in turn lead to low imports that 
may help to reduce the current account deficit. We 
will consider these policies below 

^ Possibility of lower cenumke growth. If loans 
accumulate over long periods of time, the 
cumulative impacts of the above may mean lower 
economic growth, as resources are used up on 
interest payments and loan repayments 

^ Lower stoard of living in the future, In order to be 
able to pay back the loans in the future the loca 
population will at some point have to consume 
Jes: than they produce, giving rise to a decline in 
their standard of living. The reason is that paying 
baek their debts requires financial accoun deficit 
corresponding to a current account surplus (This 
is similar to one's personal finances: if jou spend 
more than you earn by borrowing in the future 
when you pay back your debts you will have to 
spend less than you earn. (See also Figure 16.7(b) in 
Chapter 16). Countries that sell off their assets do 
not have to pay back locns; however, they are selling 


OlT a portion of their domestic property In this 
case, they will have to consume less than the amount 
they produce in the future if they want lo regain 
possession of their domestic assets 

However, these problems need nor necessarily arse 

Borrowing can lead to economie growth, and if per 

capita output and income increase, it becomes possible to 

have increased consumption of goods and services even 
as loans are being paid back, Important requirements for 
this to happen are: 

the current account deficit remains relatively small 
and does not get out of hand by excessive borrowing 

* borrowed funds are used to finance imports of 
capital goods and other inputs needed in production 
(instead of consuxr goods imports) 

^ some production is geared towards export industries 
so that exports increase, making increased export 
earnings posible (to help pay back loans and 
interest, and finance more capital goods imports) 


Policies to correct persistent 
current account deficits and 
their evaluation 


Expenditure reducing policies (reductions in 
aggregate demand) 

Contractionary fiscal and monetary policies reduce 
‘aggregate demand and therefore output and incomes, 
leading to lower demand for imports In addition, 
reduced aggregate demand is likely to give rise to a 
lower rate of inflation, making domestic goods more 
competitive, thus increasing exports The combinati 
of fewer imports and more exports may work to reduce 
the current account deficit, These policies are known 

as expenditure reducing policies, because they try to 
inlucaee the levels of imports and exports by reducing 
domestic expenditures through lower ageregate demand. 
This approach comes with disadvantages as it may create 
a recession in the domestic economy. Moreover, there 

is also a risk that higher interest rates (contractona 
monetary policy) leads to currency appreciation, which 
may discourage exports and encourage imports, partly 
cancelling out the beneficial effects of expenditure 
reducing policies on imports and exports 


Expenditure switching policies 


Expenditure switching policies attempt to switch 
consumption away from imported goods and towards 
domestically produced goods 
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Trade protection. 
Countries with a longsterin current account deficit 
could resort to increased trade protection, creating or 
increasing barriers to trade, These policies can reduce 
the current account deficit by directly restricting 
imports; however, they have a number of negative 
effects, such as higher domestic prices of protected 
goods, lower domestic consumption, inefficiency 

J a domestic and global resource misallocation of 
sources, There also arises a danger that countries 
‘against which the protective barriers are imposed may 
retaliate with their own barriers, creating a spiral of 
protectionist policies with serious consequences on 
obal trade and global growth 


Depreciation 
The currency of a country witha persistent current 
account deficit is likely to Lesa strong downward 
pressure on iis value. The government or central bank 
may allow the currency to depreciate, in which case it 
encourages export (whith become cheaper to foreigners 
aod discourages ports (wbich become more expensive 
i: buyers). This is another type of expenditure- 
ol too, switches consumption. 
vay Iom imports and towards domestically produced 
food However, this policy too may have negative fess 
con ihe domestic economy Hi 
te lower value of he cur i 
domestic ination If the imported goods inde capital 
foods and other production input, irm. experience 
iher costs of production, which may bs passed on to 
consumers in he orm of higher prices This iva type of 
Sost-push inflation, and by shifting the SRAS curve to 
the left, may have recessionary eflec, 


Supply-side policies to increase 
competitiveness 


Market-oriented supply-side policies are intended to 
lower costs of production for firms, and by shifting 
the SRAS aad LRAS curves to the right can result 

in lower rates of inflation (see Chapter 13, Section. 
13.6) Several policies, such as increasing competition, 
reducing the power of labour unions, reducing or 
climinaling the minimum wage, cutting busines 

taxes, deregulation, and others, could have the effect 
of making firms more competitive in global markets, 
Over a long period of time, lower rates of inflation 
may increase exports, thereby addressing the current 
account deficit, 


Countries can also use iterveationist supply-side 
polices such as support foz aiming, education, research 


and developmcat and industrial policies, to promote 
industries that produce for export, 
 Adisidvantage of supply-side policies is that they 

ime to make their effects felt, For 
farther evaluation of these policies see Chapter 13. 


Marshall-Lerner condition 
and J-curve 


Marshall-Lerner condition 


When a country’s currency devalues or depreciates, 
its imports become more expensive domestically 
and exports become tess expensive to foreigners 
‘This suggests that the quantity of imports 
decreases and the quantity of exports increases, 
‘The question of interest is whether a devaluation or 
depreciation reduces the size of a trade deficit (and 
therefore a current account deficit). The Marshall 
Lerner condition is a condition that, if satisfied, 
allows devaluation or depreciation to lead to an 
improvement in a country's balance of trade (and 
therefore in its current account) 


"The Marshall Lerner condition involves the devaluing? 
depreciating country price elasticity of demand for 
imports (PED,) and foreigners’ price elasticity of 
demand for the country exports (PED), Elasticities 
‘re important because what matters is not changes in the 
quantities of imports and exports, but rather char 

the values of imports and exports 


I PED for imports is less than one, a percentage 
increase in the price of imports (due to the 
devaluationdepreciation) leads to a smaller 
percentage decrease in quantity of imports 
demirided, so that the value of imports increases, 
producing a negative effect on the trade balance: if 
there i a trade deficit, thìs will lend to become larger 
On the other hand, if the PED for imports is greater 
than one, the value of imports will fall, producing a 
positive effect on the trade balance, In general, the 
larger the PED for imports the greater the scope for 
improvement in a trade deficit. 


"The PED for exports is also important. The larger the 
PED for exports, the larger the increase in quantity of 
exports that results following a devaluation/depreciation, 
and the larger the positive eect on the trade balance. 


Yet it is not necessary for both PEDx and PEDm to 
be larger than one for a devaluation or depreciation 
to result in» smaller trade deficit. According to the 
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Marshalt-Lerner condition, it is only necessary that 
their sum be greater than ons." 

The Marshall-Lerner condition states the conditions 
under which a devaluation/depreciation will result in a 
smaller trade deficit: 


The Marshall-Lerner condition states the 


following: 


^ Ifthe sum of the PEDs for imports and 
exports is greater than 1, Le. PEDm + 
PEDx >1, devaluation/depreciation will 
improve the trade balanco (will make a 
trade deficit smaller). 


^ Ifthe sum of the two PEDS is less than 1, 
dovaluation/dopreciation will worsen the. 
trade balance (wil make a trade deficit 
bigger). 


^ M the sum of the two PEDs is equal to 1, 
dovaluntion/dopreciation will leave tho. 
trace balance unchanged. 


The preter the price elasticities of demand for impo 

jd or exports, the greater the scope for improvements in 

the trade balance, With low PEDs, it would be necessary. 
have large devaluations/depreciations to obtain 

significant trade balance improvements The higher the 

PEDs, the smaller the devaluation or depreciation needed 

to obtain trade balance improvements 


Understanding the Marshall-Lerner 
condition in more detail (Supplementary 
material) 

I you would ike to derstand the Marihll Lerner 
condition in move detail you may do o in the digital 
coursebook. 

J-curve effect 


A devaluing!deprecating country may see a worsening 
trule balance in the period immediately following the 

evaluation or depreciation of its currency: Later, the trade 
deficit will begin to shrink, and the trade balance will begin 


to improve, provided the Marshall-Lemer condition holds 
This is knowin as the curve effect, shown in a graph that 
plots the balance of trade (the value of exports minus 
imports) on the vertical axis and time on the horizontal 
‘axis shown in Figure 17.3. All values greater than zero on 
the vertical axis lustrate a trade surplus, and all values less 
‘than zero illustrate a trade deficit. When the trade balance 
is equal to zero (at the origin), exports are equal to imports 
H follows that as the values increase along the vertical axis, 
ax trade deficit becomes smaller until it reaches (Y-M) = 0, 
and above that becomes a trade surplus. 
3 Value of exports is aqual to value of imports 

at tme of devaluation/dapreciation 

trade 


balance 
[27 


trade 
surplus 
[257] 


(remo) 
trade 


deficit 
(rem 


time of devaluation depreciation 


bb Trade deficit at tme of devaluation depreciation 


trade 
balance 
(-M) 


trade 
surplus | 
wom | 
[2D 
trade 
deficit 
(rem 


time of devaluation/depreciation 


Figure 17.3: cure effect 


"The PED for experts worka iren than the PED for pori Foll a deprecation the price cT exports fala in terma of foreign 
ccevancies but t remaina the same tra of the domeste curency Thit means that lllruna » devluatin/depreitn, the value 
el exports ll awaya increase regardless cla PED of experts, Because the value of expor: = determined by multpying a constant 
pics n tom the domes ger auam f you are Interested in ndi cu more bou th see ‘Understanding the 
Kaahui Lamer condition c rore deta presented sé Supplementary materal in the dial coursebook. 
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In part (a) the country initially has a value of exports 
equal to the value of ioports (no trade deficit or surplus); 
following the devalustian/depreciation a trade deficit 
emerges which lates becomes a trade surplus In part (b), 
the country initially has a trade deficit, which becomes 
larger immediately following the devaluation/depreciation, 
and which then improves, eventually becoming a surplus 
Thisi called a YV curve because of jts shape. 


The explanation behind the shape of the Jcurve can be 
id direstly to the Marshall-Lerner condition. 1n the 
period immediately following a currency devsisation! 
depreciation, price elasticities of demand for aporta and 
exports are very low, and the Marshall-Lemer condition. 
is not satisfied: PED, + PED, < 1, Therefore the trade 
balance deteriorates’ As time passes, FEDS for imports 
and exports increase, and if there comes a point when 
PED, * PED, > 1, the trade balance begins to improve, 


‘The reason for initial low PDs for imports and exports 
Jis in time lags (time lays) between devaluation 
depreciation and its ects on quantities of exports and 
imports demanded, Devalationidepreciation involve 
changes in relative prices of imports and exports, 

However, consumers and producers need time to adjust 

to the price changes, Although imports have become 

mois expensive domestically, they are still purchase! fr 

i variety of reasons, such ax the time needed for buyers to 
Hecome aware f the price changes, or prior commitments, 
or the time needed to place new onders, or particular 
preferences af buyers that ned time to change. In the 
meantime, the price of exports has fallen or foreigners: 
however, they too huve prior commitments, particular 
preferences and so on, therefore the quantity demanded 
increases only slowly. With PED, + PED, < I initially. 
the trade balance deteriorates resulting in the downward- 
sloping portion of the Jeu ve 


As time passes, consumers and producers adjust to the 
changes in prices, PDs of both imports and exports 
increase, quantity of imports demanded falls and 
quantity o exports demanded increases and the balance 
of trade begins to improve (the upward-sloping portion 
of ths J-curve, 


Enipirical evidence supports the existence of a J-curve 
According to studies estimating PEDs for imports and 
exports in developed countries over short periods of time 
(ess than six months) most manufactured govds have 
PEDs that ane too low to satisfy the Marshall-Lerner 
condition: the sum of PEDs for imports and esports is ess 
than L, indicating the downward sloping part of the curve 
(a worsening rade balance). In a period of more than six 
months and less than a year. the PEDs for most products 


have increased to the point that the Marshall-Lemer 
condition is satisfied, so that the sum of the two PEDs is 
greater thom 1, leading to an improving trade balance 


Consequences of persistent current 
account surpluses 


Countries with a current account surplus most likely 

have a trade surplus, with exports greater than imports 

therefore net purchasers of assets abroad or net 
to other countries (thus having financial account 
deficit) Persistent current account surpluses may lead to 

"be following problems: 

+ Low domestic consumption. Large and persistent 
current account surpluses mean lower consumption 
esels and lover standards of living for the population 
since over! production is greater than consumption: 
‘This is car fom Figure 16,76) showing that counties 
With a trade surplus consume inside their PPC. 

^ osificient domestic investment, The financial 
account deficit (corresponding to the current 
account surplus) means that funds are leaving the 
country, resulting in a risk of insu 
investment, limiting economie growth prospects 

‘+ Appreciation of the domestic currency. A current 


currency, which can lead to lower exports 

imports reduced net exports). This could 

ate of growth of the dones 

a result of lower aggregate demand 

^ Mutin, Lover veregate demand due to reduced 
net exports puts a downward pressure on demand- 
pull ination. further lower import prices put a 
low nar! presure on cost pui inflation 

^O Employsnent, The effects may be mixed. 
Lower aggregate demand may lead to higher 
unemployment as workers begin to Lose ha job 
However unemployment may decrease in firms that 
enjoy lower import costs due tothe appreciation 

^ Reduced export competitiveness. As the domestic 
currency appreciates exports become more expensive 
to foreigners, and this makes it more difficult for 
domestic ims to compete vath firma abroad 

^ Possibility of retaliation by trading partners through 
trade barriers, Current account surpluses in some 
countries correspond to current account deficits in 
Other countries Current account surpluses persisting 
ver long period nay prompt the deficit countries 10 
impose trade restrictions to reduce their imports from 
the surplus countries (See Real world focus 152) 
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'akistan's current account deficit 
In the period 2014-2017, the State Bank of 
Pakistan (SUP, Pakistan's central bank) managed 
the Pakistani rupee, preventing a depreciation that 
would most likely have occurred if the rupee had 
bean left to free market forces. The deprecation 

ely to have occurred because of a large trade 
and current account deficit in Pakistan, 


The SBP used foreign exchange reserves to 
manage the rupee. Its interventions in the foreign 
exchange market resulted in a relat vey stable 
rupee to US dollar exchange rete, But as the 
rupee could not fall to its free market level it 
became overvalued. As a sult, it succeeded 

in bringing down the rate of inflation from 

3,696 in 2014 to 2.9% in 2016, though this rose to 
4.2% in 2017. However, the generally lower rate of inflation in raistion to 2014 came at the cost of a larger 
trade and currant account deficit. The trade deficit increasaci by more than 50% in the period 2014-2017 
as the overvalued rupee resulted in more imports and lower exports. 


An alternative to using foreign exchange reserves to prevent rupee depreciation would have been for the 
SBP to increase interest ratos. However, interest rates woro maintained at low levels during this period. 


jo addition to foreign exchange reserves, the rupee was supported by Pakistani borrowing from abroad. 
From the end of 2014 to the end of 2017 Pakistan's external debs increased by nearly 30%. 


At the end of 2017 the decision was made to allow the rupee to float (to be determined by market forces) 
Tho result was an immediate and very significant rupee depreciation, Yet oven as the rupee foll the trade 
and current account deficits continued to widen. 


Tho rate of inflation in the meantime started to rise again. The SBP has incrvased interest rates. There are 
concerns that savings will be directed toward portfolio investments and savings deposits rather than to 
firms interested in investing in productive capacity. Confidence in the economy is falling. These factors 
are raising concerns about the future of the Pakistani economy. I! i» expected that economic growth in 
2018-2019 will be the lowest in nine years 


Seure 


Hussain H Zaidi, ‘intervention indispensable ic control rupee's value", The Express Tribune, 
28 December 2018, 

N H Zuberi, ‘PKR devaluation, policy rate to have devasting impact on economy’, 4 December 2018, 
Business Recorder, 'Palistan's economic growth likely to touch nine year low’, 18 December 2018, 
https//dunyanews.tv/en/ 


Applying your skills 
14 Use an exchange rate diagram to explain how the SBP succeeded in maintaining a stable value of the 
rupee in relation to the US dollar. 


2 Explain how overvaluation of the rupee contributed to 
a lowering the rate cf inflation, and 


b a widening trade deficit. 
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TIN 


3. The text states that an alternative to using foreign exchange reserves to maintain the value of the 
rupee would have been for the SBP to increase interest ites. 


a Using an AD-AS diagram, identify what kind of monetary policy this is and show the likely effects of 
rising interest rates on the Pakistani economy. 


b Using an exchange rate diagram explain the likely impact of this policy on the value of the rupee. 


4 Referring to the concepts of debits and credits in the balance of payments, explain how two factors 
contributed to creating a zero balance ir: Pakistan's balance of payments. 


8. Using a PPC diagram draw two peints illustrating 
a whore Pakistan could possibly be producing, and 
b. where Pakistan could possibly be consuming 


6 Using an appropriate diagram explain one possible reason that acrounts for the widening trade deficit 
in Pakistan alter ihe depreciation of the rupes 


7 Using an appropriate dagram expan why the vale of the rypee would have falen if tho SEP had not 
intervened 


Discuss the implications of Pakistan's current account deficit for the Pakistani economy. 


Evaluate alternative methods that the SBP of government of Pakistan can pursue to correct the current 
account deficit 


it has the further goals of achieving a reasonable 
balance of trade and avoiding sharp fluctuations 

in its exchange rate. However, economies may be 
‘unable to achieve all these objectives at the same time. 
Governments ofen find that by pursuing a policy 

to correct one problem, they may create a problem 


Fiscal and monetary policy 
and conflicting objectives 
in an open economy 


(Supplementary material) 


When an economy is open te international trade 
and financial flows, in addition to the goals of price 
stability, full employment and economic growth, 


elsewhere. If you are interested in reading about 
these conflicting objectives, you may do so in the 
digital coursebook. 


1 Discuss some problems faced by countries 
that have 


5 a current account deficit and a financial 
account surplus, and 


b a current account surplus and a financial 
account deficit. 


2 Discuss advantages and disadvantages of 
a expenditure reducing, 


b expenditun 


witching policies, and 


c supply-side policies as methods to correct 
a persistent current account deficit. 


3 Explain why the price elasticities of demand 
(PEDs) for imports and exports are important 
in determining what will happen to a country’ 
trade balance folioning a devaluation or 
depreciation of the domestic currency. 
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INTINUED N 2: 

4 Suppose a county has a deficitin its balance © 1s PED for import is 0.8 and its PED for 
of rad, snd depreciates or devalues s tipos 08 
urency Explain what wil happen tais wade 5 sist the Marahll-Lemer condition 


Suppose that a country’s PED for imports is 


a its PED for imports is 0.2 and its PED for. Prpa harami coe 


exports is 0.5, 


b its PED for imports is 0.7 and its PED for. 
exports is 0.3, and 


a Explain why a depreciation of its currency 
may initially lead to a larger trade deficit, and 


b draw a diagram to show the effects. 


INQUIRY AND REFLECTION 


The following questions will help you reflect on your learning and enhance your understanding of key 
topics in this chapter. Thay are suggestions for inquiries that you car. undertake on your own or in groups 
in order to revise the learning objectives of this chapter. 


1. identify ond research a country that has a serious and persistent current account deficit. How did this 
deficit came about? Try to identify some of the consequences of this deficit in the domestic economy. 
1s the government or central bank taking measures to reduce this deficit if so what are tho: 
measures? Can you comment on the possible positive and negative consequences of these measures? 


2. identify and ros 
expen 


h a country with a persistent current account deficit that uses or has used 
iure switching or expenditure reducing policies, Discuss the consequences of these policias. 


ind 


3 Identify one or more countries that manage th and research the ca 
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UNDERSTANDINGS N 


1 Tho perceived meaning of development and equity change ovar timo, with variations across cultures 


2 economic wel viag and equity in societies are pursued through interventions of 
|d ather econn rj: agents. 

B ali subject to a numberof constrains 

4 


shouts be based on consideration of the relevat economic, social and politcal 


contexts 
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+ What do you think makes for  clecent standard of living for a country’ citizens? 
*— What kind of indicators wouid you consider to measure standards of living und well-being? 


‘This chapter examines the gous of sustainable development as well as the reltionship 


between economie growth and economic development. In addition, it oct es on the 
methods th o measure economic development, which i process with 


many dimension: We will discover that there are numerous ways to approach its 
measurement, cich with advantages and drawbacks. 
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18.1 Sustainable 
development 


LEARMIBIG OBJECTIVES 


The meaning of sustainable 
development 


The concept of sustainability, introduced in Chapter 1, 
oncerns the joint preservation of the environment aud 
the economy: how to achieve c tal preservation 
along with preservation of humankind' ability to 
provide goods and services to satisfy nee and wants 
into the future 


The problem of sustainability arises because of conflicts 
between environmental and economic goals. Economic. 
goals involve efforts to incteuse the quantities of output 
produced and consumed. but focusing on economie 
goals while disregarding the environment may result in 
its irreversible destrcton. Environmental goals involve 
the preservation of the environment; but focusing on 
environmental goals while disregarding the economy may 
result in humznkind's inability to satisfy needs and wants 


The important question, then, is how o strike a balance 
between environmental and economie goals, so that both 
an be satisfied into the Future. The answer lo this question 
is provided by the concept of sustainable deyeiopusent 


(@atroduced in Chapter 1), defined as ‘development that 
meets the needs of the present without compromising the 
ability uf future generations to meet their own needs”! 
"This concept was coined by the Brundtland Commission 
on Environment and Development, set up by the United 
Nations in the 1980s and named after the Norwegian 
Gro Harlem Brundtland who headed the Commission 
means that societies should pursue economic growth 
‘that does not deplete or degrade natural resources, so that 
future generations will ot have fewer or lower-quality 
natural resources to satisfy their own needs 


Sustainable development 
goals 


‘The Sustainable Development Goals (SDGs) are a et 
of seventeen pouls that were developed at the United 
Nations Conference on Sustainable Development in 

Rio de Janeiro in 2012, In the words of the United 
Natus, "The objective was to produce a set of universal 
goats that meet the urgent environmental, political and 
economic challenges facing our world." 


The SDGs continue and expand upon the work that had. 
begun years earlier by the Millennium Development 
Goals (MDGs), which ran until 2015, Like the MDGs, 
the SDGs are accompanied by numerous targets that 
are intended to be met within the 1ycar period 2015 
6 2030, The targets have one to three indicators used 

to monitor and measure countries progress toward 
achieving the goals and cete Indicators will be 
discussed below, 


‘The SDGs with their corresponding targets and 
indicators are very important tools used by international 
organisations and national governments in their figl 
‘against poverty and efforts to achieve sustainable 
‘cue development. They are used systematically to 
monitor and measure progress (or setbacks) achieved in 
each country with respect to cach of the goals, 


The Sustainable Development Goals are listed in 
Table 18.1. If you are interested in more information 
such as the targets and indicators that are included for 
cach goal you may visit their website by searching for 
"UN sustainable development goals’ 


* Brundtland Commission (Ward Catnmislon on Environment and Development) (1987) Our Common Future, Oxford University Presa, 


hij und org 
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The relationship between 
sustainability and poverty 
(HL only) 


We often think of environmental degradation as the 
by-product of high-income production and consumption 
ities resulting from increasing quantities of output 
produced and consumed (economic growth), This ty 
‘of environmental damage has been termed ‘pollution of 
allluence’ and arises mainly from industrial production 
based on use of fosil fuels (such as oil) and using up 
common pool resources like clean air, rivers, likes, and 
so on, leading to climate change 


However, there is another type of very important 
environmental damage, occuring mainly in developing. 
countries, and arising from production and consumption. 
activities that are due to poverty: This second type of 
environmental damage has been termed ‘pollution of 
poverty, and is du (o economie activities pursued by 
Very poor people in an effort to survive, 


According to the Brundtland Commission, which 
coined the term “sustainable development’, poverty 

is a cause of environmental destruction due to the 
overexploitation by poor people of thelr scarce 
‘environmental resources, Poor people lack modern 
agricultural inputs, and being too poor to buy inpats 
that preserve the soils fertility they deplete ihe soils 
natural minerals, making soils less productive. Poor 
people usually have higher birth rates and higher 
Population growth, creating pressures for them to opes 
up new lands for agriculture. With suitable agricultural 
land becoming increasingly scarce, they cut down 
Forests (deforestation) in search of new farmland, they 
move to fragile lands in mountains and hills, causing 
soil erosion, and they overgraze animals on pasture 
lands, depleting the nutrients there as well. Lacking 
modern energy sources, they also cut down forests to 
obtain firewood. Poor people have limited abilities 

lo borrow to finance the purchase of inputs, and this 
works against their ability to make improvements in 
sanitation, irrigation, improved agricultural inputs and 
land improvements, which would reverse or reduce these 
types of environmental degradation, 


The production and consumption activities of very poor 
people that endanger the environment and sustainability 
can also be interpreted as negative externalities involving 
overuse of common pool resources. In Figure 5.3 
(Chapter 5) the MPC curve may be a farmer's private 


costs of farming, with the difference between the MPC 
and MSC curves representing overuse of forests that 
ave been cleared for agriculture, or the overuse of soil 
lending to depletion of nutrients 

Whereas the pollution of poverty occurs mainly in 
developing countries, this is not to say that developing 
countries are not guilty of creating some ‘pollution of 
aMuence’, Increasingly, the pollution of allluence arises 
also in developing countries that grow by engaging in 
industrial production and consumption activities without 
regard for the environment 


JUR UNDERSTANDING 14.1 
Explain 


^ the meaning of sustainable 
development, and 


the objectives of the Sustainable 
Development Goals 


(HL only) Explain the rel 
ibility and poverty 


lonship between 


18.2 Measuring 
development 
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è 
1 End poverty in sll its forma [Poverty is more than the lack af income and resources to ensure a sustainable Ivelnood, 
vehere ts manfestations include hunger an malnuttion, ited access to education and ether 
asi services, social dcriminaic and exclusian as well as the lack of partiopation in 
decision-making" 


[2 End tunger achieve food | Right now, our soils, rosivater, oceans, forests and biodiversity are being rapidly 
Sceanty and improved nutrition [degraded Climate Change à puting even mare pressure on the resources we depend on, 
ard promote sustainable increasing aks ztrocated with disasters, such at droughts and foods” 
agneüture 


[A profound change of the global food and agriculture system is needed if we are to 
nourish e 815 milion people who ar hungry today and te additional 2 bilion people 
expected te be undemourhed by 2050 


B Ensure healthy Ives and [Mury more efforts ae needed to uly eradicate a wide ronge of diseases and address many 
Promote well-being forall atal_| invent persistent an emerging health issues By loczun tn providing more licent 
er finding ol heath systema, mproved sanaton and hygiene, increased access to phyicuns. 


Lund move tps on ways to reduce ambient puso, micant progres can be made m help 
otav e ves of milions 


E Ensure iclusve and equutle | The reasons for lack o quality education re due to lack of adequately varod teachers, 
quality education ard promote [poor conditions of school and equ sas related to opportunites provided to rural 
Melong leaming opportunmes [ehldren. For quality education tobe provided to the chidren of impoverished fames 
forall investment i heeded in educa nal scholarships, teacher wiring workshops, school 

[bild and improvement of water and electrioty acces to school 


5 Achieve gender equality nd Gender equality s not only fundamental human ight, but a necessary foundation for a 
fempower all women and gris [peace posparous and sustainable word 


Providing women «nd gris with equal ac 
representation jolie! and econome 


f6 Ensure svalabity and 
sustainable management o 
Vater and sanitation for al 


nr scarey, poor wat 
acum vetoed choses ond educational oppor 


ation negatively im 
Was far poor fami 


wor 

7 Ensure accens to affordable | Focusing on universal acces to energy, inressad energy efclency and the creased uie 
reliable, sustainable and modern fot renewable energy through new economi snd ob opportunties I ucal to cating 
energy forall [more sustainable and inclusive communi and resilience ta environmental nues ike 


imate change! 


sativa ndusve and Sustainable economic growth vil roque societies to create the conditions that 
rbi economie growth, hl allo people to have quality jabs fa stimulate the economy while not harming the 
reductive employment and | environment. Job opportunites and decent working cantons are also required forthe 


[E Promat 


cent work foral [whole working age populaucm 
7 Buld resent rasrueure, [vestments in nfrastocture - anaport, igation, energy and information and 
promote inclusive and |communientian technology - are crucial to achieving sustainable development and 


Sustainable industnalsaton and | empowering communties m many counter 
foster innovation 

Te nologieal progress the foundation of effort to ach 
[h as increased resource and energy cficency 


ve enwronmantal objective 


“hp va un ortae hee velopmentisatinabl development coal 


ee 1. àL^1éÍLCL5 Deest 
PT 
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RS) 


10 Reduce inequality within and [There is growing consensus that econornie growth is not sufficient to reduce poverty itis 

among countron not incluse sd does not inoks he e dimensions sf austanable development 
economie, sonal and emvitonmmaal 
To reduce inequality polis should be universal in principle, paying attention to the 
eed of indaintugid and marginalasd populations 

[I Make cies and human [Many challenges exc ro maintaining cies n away that connues ta creste jobs and 
Setlemenwindusee,sae, | prospety wit araining and and resources, Common urban challenges cu 
railentand sustainable ` | congestion, lack oí fund to provide basie services, a shortage e adequate housing. 

|deciming nasci and tang av pollution win ces 

12 Ensure sna sustainable consumption and production is about promoting resource and energy 
consumption and production  |sfciency sunarableinfastuctur, and providing eccea to esc services, green and 
pattems decent jobs and a beter quahty of He fof al 

Since sustainable consumption and production ams “ing more and boner wth less,” 
net welle gens rom economic acti cn erwan» by recueng resource use, degradation 
polum alang tha whol i le, whiereeaang quay oe 

3. Tae ugentacton 1o cobat. Climate change now afcing avery county on every continent 
climate change and ts mpacts 

[ffordabl, scalable solutions are nos salle to enable counties ta leapfrog to leant, 
[mam reson economie 

‘Climate change, however, ia global challenge that does not respect national borders. It 
san aue that reque clon that need to be coordinated athe Intemational lev to 
hel developing courte rove toward a low-carbon economy" 

n Our rainwater, dro water weather, mate, contis, much of ur food, and even He 
Mha ocana, as and marine [onygenin the ave bath, are all tmatay provided and regulat 
{esoices or utanable 
erri m Cure meras ment of ha esentalgobal 

tate (ate 
s [Forests cover 307 percent ol the Eat surface and don to providing food 
secity and sheker hey ar key to combating imate cwnge,protectng biodiversity 
ard tha homes f the indigenous population. By protecting foret, we wl ao be abi to 
{erate combat desertion Jstenglhen natural rescue management and cae land producti 
and hakand teer nd 
degradation and hat bodie 
p 

Te Promote peace and duae. Tha trea of international homicide vence against chidren, human waking and 
doctis Jor unainabie ual violence are mportan to wie to promote peace and clave societies for 
pus nable development 
an ted ve uia |To tackle these challenges and build more peaceful, inclusive societies, there needs to 
entr atat ive pe more fient and agerent reguli pt in place and comprehensive, rea 

[government budgets lila " 

MI Sughendememsol —— ['A succes suriarnabie devlapmant agenda requires parineripa between 
implementation and evtalae governments, the private sector and ci society These cae parnenivpa built upon. 
The glabal parmenhip tor ^ — |prncplesand value, a shared von, and shared goala that place people and the planet 
‘tamale development [atthe cano. are needed at he glabal, regional, rational and local level” 


Source: Sustainable Development Goals rips//sutainabledevelopmentun org 


Table 18.1: Sustainable Development Goals 


ED 
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The multidimensional nature 
of economic development 


Economic growth versus economic 
development 


Beomomie grow refers to increases in output (reu! GDP) 
and incomes over ime, often measured on a per capita 
basis. Économie development refers to a process that leads 
to improved standards of living for a population as a 
Whole. Increasing levels of output and incomes resulting 
from economic growth mean that societies can better 
satisfy the needs and wants of their populations and 
secure improvements in their standards of living. However, 
economic growth does uot y itself guarantee that this will 
ccu. Persisting poverty and the failure of many countries 
to secure long-lasting improvements in well-being. even 
With respectable rates of growth over extended periods of 
time, have shown that economic development is a highly 
complex ind sometimes elusive proces 


Why economic development 
is multidimensional 
The evolving meaning of economic development 


The meaning of economie development has changed over 
the years. In the 1950s and 1960s esanomists thought 


‘that economic growth and economic development were 
practically onz and the same, A famous development 
economia, Charles P Kindleberger, wrote in 1965, 
"Gicwih and development are often used synonymous 
in economic discussion, and this is entirely appropriate" 
H was believed that economie growth over long periods 
would automatically provide economic and social benefits 
for the entire population. Larger quantities of goods. 

and services, including health care and education, and 
employment opportunities and social change would 
eventually be spread out over most people in an economy: 
"This was termed the ‘trickle-down theory’: benefits of 
growth would eventually trickle down to everyone. 


1960s and ety 19705, it was becoming clear that 
loping counts were not performing according 
to expectations The GNI per capita pap between rich and 
poor countries lad more than doubled on erage in the 
period 1950-1975. While some less developed countries 
Were grova rapidly (especially some oil-rich countries), 
‘others were experiencing very low or even negative growth 
mies (specially in Africa), The number of people living in 
extreme poverty (defined then as living on lew than USSI 
er day) was increasing rather than decreasing t was 
apparent that the benefits of economic growth were not 
“wicking down’ to the poorest member of society. 
Economists began to understand that what was needed 
was an approach that would directly deal with the 
problems of developing countries, and specifically the 
problem of persisting poverty. A new perspective emerged 
emphasising redistribution of income and wealth, and 
improved access of tbe poor to basic goods and services, 


"The many dimensions of economic development 
Since the 1970s, sconomie development has been 
understood io be a process with many dimensions 


Economie development is defined as a process 
where increases in real per capita output and 
incomes are accompanied by improvements 

in standards of living of the population and 
reductions in poverty, increased access to goods 
and services that satisfy basic needs (including 
food, shelter, health care, education, sanitation 
and others), improved gender equality, 
increasing employment opportunities and 
reduction of unemployment, and reductions of 
serious inequalities in incomes and wealth. 


‘Chae P Kindleberger (1965) Ero Development, McCraw Hil 


* David Morante (1977) Try Fe Years of Economic Development: 1950-197, World Bark 
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Human development. 
Thinking about development has progressed. 
further, building o» an even broader interpretation 
of development provided by Denis Goulet as 

carly as 1971, Goulet defined three core values of 
development» 


^ Life sustenance refers to access to basic services 
erit goods) such as education and health care 
services as well as satisfaction of basic needs like 
food, clothing and shelter. 

* Self-esteem involves the feeling of self-respect; 
development provides individuals with dignity, 
honour and independence. Self-esteem i related 
to the absence of exploitation una dominance 
associated with poverty and dependence. 

‘+ Freedom involves freedom from want, ignorance 
nd squalor; it is freedom to make choices that 
are not available to people who ate subjected t0 
conditions of poverty 


"The economist Amartya Sen, who won the Nobel Prize 
in Economics in 1998 for his work on poverty and. 
economic devslopment, expands on Goulet ideas, and 
sees improvements in human well-being as arising from a 
proces: of expanding freedoms: 


‘Development can be seen... asx a process of 
expanding rhe real freedoms hat people ene 
Focusing on human freedom contrasts 
narrower views of development, such a» slentifying 
development with the growth of rus national 
product, or with the rise in personal incomes or with 
tndustrialisatton, or with tecbnelogical advance, or 
with social modernisation. Growth of GNI or of 
individual incomes con, of course, he very important 
as means to expanding the freedoms enjoyed hy the 
members of the society. But freedoms depend aho 
on other delcemirmants, such ay social and economic 
arrangements (for example. facilities for education 
‘and health care), as well as political und civil rights 
(for example. the liberty to participate in uic 
discussion and scrutiny 


Sen's approach tas been crystallised in the concept 
co aman dewlopment, introduced in the first 
Human Development Report of the United Nations 
Development Programme (UNDP) in 1990," 


Human development is a process of expanding 
human freedoms: the freedom to satisfy hunger; 
to be adequately fed; to be free of preventable 
illnesses; to have adequate clothing and shelter; 
to have access to clean water and sanitation; 


to be able to read, write and receive an 
appropriate education; to be knowledgeable; to 
be able to find work; to enjoy legal protection; 
to participate in social and political fe; and, in 
general, to have tho treedom to develop one's 
potential and lead a full and productive li 


Using the concept of human development, the UNDP 
makes » distinction between income poverty and 

huni poverty, Income poverty occurs when income. 
falls below a nationally or internationally determined. 
poverty line, Human poverty involves deprivations and 
"he lack of opportunities that allow individuals to 
ead a long, healthy, creative life and to enjoy a decent 
standard of living, freedom, dignity, self-esteem and the 
respect of others’? 

"To understand the distinction between the two, consider 
a villager whose income increases, so that now he or she 
is able to purchase more goods and services. If there are 
no schools or health care services in the ar 

‘village is infested with ralaria, the higher income will 
be of litle use in securing a higher standard of living. 
Income poverty is reduced, but human poverty cannot 
be lowered without measures to provide a broad range 
‘of social services to the entire population, On the other 
hand, i people on low incomes have access to education, 
‘heal services, improved sanitation, improved water 
supplies, and so on, human poverty can be reduced even 
while income poverty remains, 


^D. Geile (1971) Ths 


el Choice: A New Concept on the Theory af Development, Atheneum 


Y Amartya San (2001) Development as Fresclor, Oxford University Press. Emphasis in the original. 


The United Nations Development Prog unma (UNDP 


an agency ofthe United Nations desire t promote development in 


economical lent developed counties and reduce poverty The UNDPE Human Development pot we compied annually and provide 


saca and aeration an numerous, 


ues relig to human development es developed cours around the word 


*Unted Nations Developmen Programme, Human Development Report 7997 lavalab ls at hip //hdr undp orgleneperl 


ss) 


Copyright Material - Review Only - Not for Redistribution 


) ECONOMICS FOR THE IB DIPLOMA: COURSEBOOK 


The values of economic development 
Whereas the study of economic development is part of the social science of economics, it cannot be 
separated irem normative values about what is believed to be good for development. As noted above, 
n 1971 Denis Goulet provided three core values of development, which have stood the test of time and 


formed the cornerstone of the meaning of economic and human development: life sustenance, self- 
com and freedom, On these three basic values, numerous others have been superimposed: poverty 
alleviation, improved income distribution, univarsal education, improved access to health care, improved 
‘employment opportunities, women's empowerment, institutional modernisation, and many more. All these. 
present means toward the ends of achioving the goals of life sustenance, self-esteem and freedom, and 
at the same time they are also ends in themselves (goals) because of the commonly held belief that they 
are good things for all societies in the world to achieve, 


The meaning of development cannot be separated from these normative values, The Sustainable 
Development Goals (SDGs), all of which rest on normative values about what is good for societies, are goals 
of development, and at thw same time they are also the way we measure how development advances, by 
how much progress has been marie toward achieving each goal, 


How does economics as a social science reconcile 
development? Tc answer is that tho scientific part of economies 
policies are most effective, or not effective in achieving a particular goal; or what polici 
ach other or conflict in the pursuit of ene or more goals; or what is the least costly way to achieve some 
goal; or which members of a society are most likely to bonefit from advancing toward a goal; and so on. 


Thinking points 
+ Is ‘development! an appropriate concept to reflect the ideas and values discussed above, or might 
another concept, lke ‘progress’, or transformation’, or something else be more appropriate? 

+ Thare ate very many different cultures around the world, each of which has its own set of soci 
customs and values. Examine each of the goals listed in the Sustainable Development Goals and try to 
determino whether there might Le some values that would not be accepted by some cultures, 

‘+ Do you think thara are any universal values for development, or valu shared by all societ 
in the world? 


life expectancy ian indicator of a population's state of 
heal, The proportion of a population that can read and 
Watte (literacy) is an indicator of the level of education. AIL 
‘these are attributes of economie or human development, 


Measuring economic 
development 


Introduction to the use of indicators ‘The data comprising economie or human development 


Economic development, being complex and 
‘multidimensional, is nol accurately reflected in any single 
re wure, Economists therefore consider many different 
individual attributes or characteristics that distingish 
countries according to their level of economic or human 
development. 

Individual attributes and characteristics aze measured by 
use of indicators, An indicator is a measurable variable 
that indicates the state or level of something being 
measured, For example, GDP jer capitar is an indicator 

of the level of output per person. The number of years of 


indicators are compiled by statistical services in every 

country and are made available to international 

organisations such as the World Bank and United 

Nations agencies, Indicators are extremely useful for: 

‘+ monitoring how a country changes (develops) over 
time with respect to the attribute measured by the 
indicator. 

^ making comparisons between countries with respect 
To be atribute 
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‘+ assessing how well country is performing with 
respect to particula: goals or targets of development 
(for example, an increase inthe literacy sate 
indicates an improvement in educational level) 


‘+ devising p pxopiate policy measures to deal with 
specific problems. 


In addition to individual attributes und their indicators, 
conumist also use composite indicators which are 2 
summary measure of several dimensions or goals of 
development. We will consider both individual and 
composite indicators, 


Single indicators 


There are many hundreds of indicators used as measures 
of different characteristics of an economy and of 
dimensions of development, We will consider some 
important examples 


GDP per capita and GNI per capita 


1n Chapter 8, we earned that GDP is an indicator of the 
value of output produced within a country, and GNI is 
an indicator of the income (or value of output) received 
by the residents of à country, usually within a year /r 
cipia means that these values are calculated on a per 
person basis 


For most countries the difference in the siz^ of GDP per 
capita and GNI per capita is not very large This happens 
when inflows of income into a country are roughly 
balanced by income outflows Otierwise the difference 
can be significant. The factors of production that 
mainly account for differences are labour and capital. 


When a country has many workers from other countries 
labour) who send part of their wages back home 
(worker remittances), or foreign corporations (capital) 
that send their puoits back home (profit repatriation), 
this decreoses GNI relative to GDP so that domestic 
incomes received on average (GNI per capita) are lower 
than the value of output produced in the country (GDP 
per capita). 

By contrast inflows of money into a country from 
workers abroad or from corporations located shroud 
increase the size of GNI relative to GDP, making 
domestic incomes on average (GNI per cenita) higher 
than the value of output produced in the country (GDP 
per capita). It follows therefore that: 


GNI per capita is a better indicator of the 
standardis of Ing of a country because t 
Tearesents income per person received by the 
fasidents. GDP per capita is a better indicator 
of the level of output per person produced in a 
country 


"Table 18.2 provides some examples of GNI per capita 
and GDP per capita. The last column, showing GNI as 
a percentage of GDP, isa convenient way to compare 
the two. If the value of the percentage is larger than 100, 
GNI > GDP; if it is smaller, GNI < GDP. 


"Two countries in the table that stand out are Ireland and. 
the Philippines, Ireland's GNI is 77.5% of its GDP per 
capita because it has many multinational corporations, 
as well as foreign workers, who send profits and wage 
incomes hack to their home countries, In the case of 

the Philippines, its GNI per capita s 122.5% of ts GDP 
per capita, due to the important role played by worker 
Torsitances 


GDP per capita and GNI per capita 
in terms of PPPs 


In Table 182, we compared GDP per capita with GNI 
per capita figures for individual countries, However, if we 
‘wanted to compare GDP per capita (or GNI per capta) 
teras countries, the information in this table would lead 
o misleading conclusions because different countries 
have different price level, This topic was discussed in 
Chapter 8 where ws cav that that the sume amount of 
‘money in a low-price country has greater purchasing 
power (can buy more things) than in a high-price 
country. This problem is resolved by use of purchasing 
power pacity (PPP) exchange rates. PPPs eliminate the 

flt of price level differences, making GDP or GNI 
figures directly comparable across countries 

Table 18.3, showing GDP per capita calculated both 

by use of standard exchange rates (column 1) and by 
use of purchasing power parities (column 2), reveals 

ün interesting pattern: for the poorer countries starting 
ät the top of the table, GDP figures based on PPPs 

are higher than those based on exchange rates: for the 
wealthier countries at the bottom of the table, GDP 
figures based on PPPs are lower than those based on 
exchange rate 
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High income countries 
United Kingdom, 39954 3014 
Japan. 38430 1002 
Switzerland 80343 3010 
United States 59928 987 
Ausirala 53793 355 
‘Canada 44871 954 
ireland 68885 775 
Middle and low-income countries — 

Philippines 3660 2 1225 
Lesotho EX 1210 1154 1049 
Pakistan. 1580 1548 1021 
[China 3490 8877 984 
Bangladesh. 1470 1516 310 
[Chad a 640, 662 967 
Colombia 5980 6409 93.3 
Indonesia 3540 3846 320 
Indis 1790 E 1979 304 
Kazahstan wo 9030 883 
Russia 9220 10749 85.8 


* GNI as % of GOP is identical to GNI per capita a Y4 of GDP per capita 
Source: World Bank, World Development indicators https //data worldbank org/indieator 


Table 18.2: GNI per capita and GOP por capita i selected countries, 2017 


Bundi En 735 
Pian — — 1548 =a E] 
Piper 2085 2360 
Chine 327 — [m 
pm) 14398 20827 
[ere Repibie 20360 30020 
pn 22503 Anon 
ted Stater 59928 57928 
Nanay DX ius 
Sedan MEEA BE 
Wor — Uns — ius 


Source: World Bank, World Davelormant Indicators 


Table 18.3: GDP per capita wing exchange rates and purchasing power parties 
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The reason is that prices of goods and services on 
average tend to be lower in countries with low per capita 
GDP, and higher in countries with high per apta 
GDPs Consider two countries that produce an identical 
quantity of output, but that have diferent prices for this 
‘output. When ihe Value of output is calculated in terms 
fof USS using exchange rates, it appears lower in the 
lower price country than in the higher price country, even 
‘though the quantity of output is the same, 


‘This is exactly what happens in the real world, Column 2, 
‘sing PPPs to convert GDP per capita, elimina the 
impact on GDP of differing price levels, and as result, 
the differences in per capita GDP between countries shrink 
enormously. Comparing Switzerland vith: Burundi, we see 
that Switzerland's GDP per capita based on exchange rates 
18275 times greater than Burundi: based on purchasing 
power parities, itis 90 times greater, The second. 
comparison is a much bets: indicator of the differences in 
‘output produced in Biondi and Switzerland. 


In the case of tbe United States, the two figures are 
identical, since it is the purchasing power of the USS 
Within the United States that is used as the basis for the 
PPP conversions 


Everything that has been aid here about comparisons of 
GDP per capita across countries applies equally to GNI 
per capita (or any other output or income mean 


Comparisons of GDP per capita (or GNI por 
Capita) across countries requiro measures of por. 
‘capita output or income based on conversions 
of national currencies into US$ by use of 
purchasing power parities (PPPs), to eliminate 
the influence of price ciferences on the value of 
output or income. 


power parity exchange rates re computed 
and published on a regular basis by several international 
bodies, including the Organisation for Economic Co- 
operation and Development (OECD), the European 
Union, the World Bank and United Nations agencie: 


Health indicators 


“Three common health indicators are life expeetency at 
birth infant mortality and maternal morality, Data for all 
three, together with GNI per capita (USS PPP), for selected 
countries are provided in Table 184. (We are using GNI 
per capita as this is a belter indicato: of living standards, 
and we are using values in USS PPP to eliminate the 
influence of price-level dilfeeences across countries) 


Life expectancy at birth is the average number of years of 
life in a population, I is one of the most commonly used 
indicators of development, Infant mortality refers to the 
number of infant deaths from the time of birth until the 
age of one, per 1000 live births. Marernal mortality refers 
o the number of women who die per year asa result of 
pregnancy-related causes, per 100000 live births 


"Table 184 shows that higher levels of GNI per capita 
(USS PPP) tend tobe linked with higher life 
expectancies, and lover infant and maternal mortalities 
This is what we would expect, since higher income 
countries have more resources to provide the necessary 
services and appropriate living conditions for their 
populations, However, thers are very wide departures 
from this broad pattern, suggesting that income per 
capita i not the only factor that determines health 
outcomes in a country 


Among more developed countries, the United States 
stands ont for its lower ife expectancy and higher infant 
and nusternal mortalities compared to other more 
developed countries 


Among less developed countries, we find some very 

surprising health outcomes, Burundi with a GNI 

per capita less than half that of Sierra Leone has infant 

mortality and maternal mortality rates that are almost 

half that of the latter. Moldova with GNI per cupit 
lower than those of Angola and India has an infant 
mortality rate, but especially maternal mortality rate, fa 
lower than the other two countries The table has more 
such examples, 

How is it posible ibit some countries have managed 

o achieve far better health outcomes than others with 

similar or eve Lower incomes per capt? The answer 

is that for any given level of income per capita, life 

expectancy is higher, und infant mortality and maternal 

‘mortally are over, when there are: 

‘+ adequate public health services (such as 
immunisation, provision of health information. 
‘and education) and prevention of communicable 
diseases (such as malaria, tuberculosis, HIV/AIDS) 

^ adequate health care services with broad access by 
the entire population. 

+ a healthy environment, including safe drinking water, 
sewerage and sanitation, and low levels of pollution 

+ am adeguate diet and avoidance of malnutrition 

^ a high level of education of the entire population 

absence of se 


cus income inequalities and poverty. 
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Norway GATED E 2 E 
United Sac 61120 E) P D 
Finland 46880 E] 2 3 
[rite Kingdom. 744090 EE! a E 
Japon 43540 NNI 2 E 
Grece 28640 Em ri 3 
Turkey 27640 | 76 10 n 
Russa 25120 72 7 25 
Chile 23700 20 P 2 
China “16000 7 a 27 
Sri Laria 12520 75 T: 30 
Armenia T0060 75 rr 25 
Inda 6950 E) 3: Ya 
[Ange 6450 E E] am 
Moldova — 6100 2 E 23 
Zambia 3900 @ E ET 
[ci 1920 Ls 7s 356 
[osnda 1820 i2 35 Em 
i9 | — —s [7 1360 
730 E] a: 712 
[World uw | 72 m ET 
Source Word Bank, Word Deveoient aon 
Table 184: Heath dator deced count n relation to GNI per capita y USS PPP 
“Therefor, health outcomes depend a lot on how well + Hel outcomes in countries ike Burundi and 
countries achieve these objectives. For example Moldova (and many others) are due to government 


policies placing a high priority on publi health and 
the provision of health care services for low-income 
groups, as well as on education. 


* Health outcomes in the United States may be due 
to inequalities in income and education resulting 
in pockets of poverty, connected to poor housing 


‘nd living conditions, poor nutrition and heath, * Health outcomes in sub-Saharan African countries 
and insufli access to medical care (due to are due to à very large extent to the disastrous 

lack of medical coverage). Such factors result impacts of HIV/AIDS, as well as problems with. 

in worse health ootame among lewdarome Sanitation, safe drinking water, lack of education 
groups, which lowers the average over the entire. ‘and information, poor public health and health care 
‘American population. Services, and prematere deaths due to diseases that 


are both preventable und treatable. 
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The discussion of health indicators illustrates that: 


delivered, as well as reducing poverty, 


* GNI per capita or any other income or output measure) is an insufficient indicator of health outcomes. 


> Limited resources, due to low GNI per capita, are not always the most important cause of poor health 
outcomes. Most (f not all) counties, both more and less developed, can do more with their available 
resources to meet economic development goals, They can reallocate resources towards provision 
‘of more social services and merit goods, improving the institutions through which these services are 


= Some development issues apply not only to developing, but to developed countries as well, 
because of the presence of poverty in wealthy societies that make people on low incomes subject to 
similar deprivations as poor people in developing economies. 


Education indicators 


Education indicators measure kvel of educational 
attainment, There are many auch indicators of which 
three are shown in Table 18. 


The adult literacy re measures the percentage of 
people aged 15 or more in the population who can. 
read and write, Primary school enrolment measures 
the percentage of school-age children who are 
enrolled in primary school (elementary school) 
secondary school enrolment measures the percentage 
‘of children enrolled in the lower years of secondary 
school (high school), 
“Table 18,5 shows that as income per capitu increases, 
all three indicators tend to However, asin the 
Micators, there are many exceptions, 

5 with relatively ow incomes that have. 
igh levels of educational attainnsent, especially in adult 
literacy and primary school enrolment. 


There are two main reasons for these exceptions One 
is that countries of the former Soviet Union and other 
former communist counties have very good education 
‘outcomes becatise historically, communist governments 
placed a high priority on education, This explains 

the high achicvements of Armenia and Moldova 
relative to their GNI per capita. The second reason is 
that coune governments have made a special effort t 
pride education services to their populations. We 
Therefore see countries like Bolivia and Uganda with 
very good education outcomes compared to countries 


with comparable or higher incomes per cupit, Perhaps 
most striking are the primary enrolment rates of Zambia, 
Uganda and Burundi, among the poorest countries in the 
‘world, as well as Burundi literacy rates, achieved in spite 
of very low GNI per cupit 

‘The cne of secondary enrolment is different. Countries 
that are economically less developed must use their 
scarce resources to provide primary education to 
achieve universal literacy, which is an important 
precondition for economic growth and development. 
Secondary education is less of a priority for low-income 
countries Therefore, it is not surprising that countries 
with very good achievements in primary enrolment lug 
behind in secondary enrolment. 


Countries can achieve universal literacy and 
universal primary education even if they have 
relatively low. incomes, provided 
their governments allocate enough resources to 
education services, and ensure that all children. 
have access to these, 


Economic inequality indicators 

Economic inequality indicators were presented 

in Chapter 12. They include Lorenz curves, Gini 
coefficients, poverty lines, minimum income standards, 
and the Multidimensional Poverty Indes. 
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Rich country lifestyle diseases threaten 
progress in Africa. 

Life expectancy in Africa is longer than ever. 
before. In sub-Saharan Africa it is 66 years for 


women and 62 years for men, or 64 years on 
average. In the year 2000, Ife expectancy was 
53 years. This has been accompanied by a 
huge decrease in mortality of children younger 
than five, where the number of deaths fe from 
45% in 1950 to 10% in 2017, 


It is estimated that about one-third of the 
improvements have come frorn increasing 
per capita incomes, one-third from 
Improvements in education, and one-third 
from changes that include technological 
Improvements such as vaccines and improved. 
disease contro! methods. Additional reasons 
may include improved job opportunities, 
better working conditions and safer housing. 


Figure 18.1: An African baby gii being weighed on a sale 


Still, Africa has far to go to reach the levels 
of heaith of more developed countries where: 

life expectancy on average is 82 for women and 76 for men. The gap between Africa and developed 
countries arises mainly from the prevalence cf diseases that are curable or preventable or both, having 
their root in poverty (seo Chapter 19). 


Aside from these factors, a major study on the leading causes of death in sub-Saharan Africa found that 
increasingly, deaths are caused by lifestyle factors that are imported from rich countries. In rich countries, 
mon-communicable diseases including heart attacks and stroke are among the major causes of death, 
Those illnesses are strongly lined to lifestyle factors such as alcohol consumption, unhealthy diets and lack 
of exercise, that result in high blood pressure, diabetes and obesity. 


For people of ages 50-69, the major causes of death in sub-Saharan Alvica currently are stroke and heart 
attacks, which are associated with high blood pressure, diabetes ard obesity. This suggests that lifestyle 
actors may start te erode the gains made in life expectancy over the last decades, 


Source: People are living longer in Africa but the rise of lifestyle diseases threatens progress 
https //Iheconversation com. 


Applying your skills 
Consider and discuss the possible policies that governments and international aid organisations can adopt 
in order to address the problems caused by lifestyle factors affecting life expectancy in Africa. 
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Uganda 1820 784 87 " 
Siorra Leone 1510 481 76 E 
Burundi 730 856 ra " 


Source: GNI per capita USS PPP World Bank, World Development Indicators 
Literacy rates CIA The World Factbook 


Primary school enrolment Uricf, Data and Analytics Section, Division of Data Research and Policy 


Table 18.5: Education indicators in relation to GNI per capita 


Social inequality indicators 


‘There are very many indicators of social inequality The list 
below presents just few examples of these: 


* Adolescent fertility rates * Child malnutrition 
“+ Prevalence of undemourishment Infants lacking immunisation 
“+ dnequaliy in life expectancy * Child labour 


^ Inequality in education. * Oldage pension recipients 


* ^ Gender inequalities + Homeless people die to natural disaster 


‘+ Populations vulnerable to poverty. + Birth registration 


— o TY - es 
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Child labour. 
Goal 8 of the Sustainable Development Goals 
"Decent Work and Economic Growth’ and its 
associated Target 8.7 asks the international 
community to 


Take immediate and effective measures 
to eradicate forced labour, end modern 
slavery and human trafficking and secure. 
the prohibition and elimination of tho worst 
forms of child labour, including vocruitment. 
and use of child soldiers, and by 2025 end 
child labour in all its forme 


At Lake Volta in Ghana, one in six children 
between the ages of 6 and 14 do hazardous 
work 17 hours a day, facing starvation and. 
beatings as punishment. This results from 
poverty, with werk offering money to the family 
and the promise of learning a trade, but perpetuates poverty by depriving children of an education and 
causing psychological damage, 


Figure 18.2: tabs, E! Salvador A ten-year-old boy works at a 
Bnek factory 


The International Labour Organization of the United Nations began monitoring child labour in 2000. 
Since that time major progress was made in reducing child labour, resulting in a reduction of child 

Jabour by 94 million children in the period 2000-2016. However the progress has stalled in the last 
aw years, It is sd that 152 million children, including 64 million girls and 88 million boys are 


Neto that child labour does not incluce legal forms of child employment, which involves an additional 


66 milion children, 


Children aged 5 to 11 are the largest share of child labour and also thy largest share of dangerous 
work. Many of these children are completely deprived of education. Husvever, even when the children 
do attend school, research indicates that their activities as labourers interferes with their studies and 
they perform poorly at school. 


48% 5-11 years ald |58% boys | 70.9% agriculture | 43.0% low income countries 
28% 12-14 yaars old | 42% girls | 11.9% industry | 38.4% lower middle income countries 
24% 15-17 years old 17.2% services | 17.3% upper middle income countries 
1.3 % high income countries 


Table 18.6: 152 milan children in child labour. 
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sin the fight against child labour include the following: 


‘+ Provision of free and compulsory education up to a mirimum age. 


‘+ Provisian of social protection systems to deal with poverty (for example cash transfers, unemployment 
protection, old-age pensions, (see Chapter 20) in order to reduce dependence on children to 


supplement family income, 


* Labour market policies to tackle youth unemployment, including vocational and technical training, 
with an emphasis on workers’ rights onc protection from hazardous work conditions, 


Applying your skills 


Source: Chichen in employment wwwilo org; 
winiborgenmagatine com. 


Use a poverty cycle diagram to explain how child labour traps children in a lifetime of poverty 


Energy indicators 

nergy indicators wre similarly very numerous: Examples 
include the owing 

^ renewable energy consumption 

+ acento electricity 

^ edic power consumption. 


A joint publication of ive organisations, /n 
for Sustainable Development: Guidelines um 
‘Methodologies, has identified 30 indicators, reduced 
from an original set of more than 130, to be used to 
facilitate national policy-making and measurement 
of performance. These indicat lasified 
according to three dimensions: social, economic and 
environmental. For example 


Social dimension 
* Sbareof households (or population) without 


‘electricity or commercial energy, or heavily 
dependent va non-commercial energy. 


^ Share of household income spent on fuel and 
electricity 


Economic dimension 


^ Energy use per capita, 
f Renewable energy share in energy and electricity, 


Environmental dimension. 
‘+ Ate pollutant emissions from energy systems. 
* Rate of deforestation attributed to energy use. 


Environmental indicators 


Environmental indicators help provide a description. 
‘of developments affecting the environment that can. 
be used to monitor changes and progress toward 
‘meeting environmental objectives Such indicators 
are also very numerous, having become increasingly 
popular since the 1990s, Some examples include the 
following: 


© CO, emissions par unit of GDP or per capita 
* Emissions of other hazardous substances 


* Bid speci 
threatened 


+ Fish species threatened. 
*— Measures of ozone layer depletion 
*— Measures of waste generation 

*— Measures of waste water treatment 
+ Measures of intensity of water use 


M international Atomie Agency, ht Nations Deparment of Economi and Social fa 


Intemational ergy Agency Eurostat, 


Eopean Environment Agen» ipm pk aea ceo MICDIPubkcatonP DEPO 1222 web pdf 


ED 


Copyright Material - Review Only - Not for Redistribution 


) ECONOMICS FOR THE IB DIPLOMA: COURSEBOOK 


1 a Distinguish between economic growth and 
‘economic development. 


b Outline the dimensions af economic 


2 a Explain the difference between GDP per 
capita and GNI per capita, 


b Outline the factors that account for. 
differences between the two measures 


© Explain why Ireland's very high GDP per 
capita gives a misleading impression of 
average standards of ving In Ireland. 


d Examine the figures for Russia in Table 
18.2 and ty io determine what might 
account for thu difference between its 
GDP po capita and GNI per capita. 


3 ua i tanning of pursing povr 

(PPPs) noting why they are important 
For making vad comparitone of GDP or GNI 
across countries 


4 


Using Table 18.4, explain some differences 
in health outcomes between more and 
less developed counties, 


b Provide examples of countries that have 
achieved good health outcomes relative to 
their level of income. 


© Provide examples of countries that could 
likely achieve better outcomes, even with 
their given level of income, 


d Us a PPC diagram to illustrate your answers 


5^ Answer all the paris of question 4 using Table 
18.5, referring to education outcomes, 


6 Identify examples of 
^ economic inequality indicators, 
È social inequality indicators, 


c energy indicators, and 


d environmental indicators. 


Composite indicators 


Being multidimensional, economic develepuxent cannot 
be adequately measured by any single indicator. This 
problem led two famous economists- Mahbub ul Haq, à 
highly influential Pakistani development economist, and 
Amartya Sen, an Indian economist who won the Nobel 
Prize fr his work in economi development ~ to develop 
composite indicators, which ae summary measures 

of more than one dimension of development, By 
including more thas oae dimension, composite indicators 
are more accurite measures of development, Their Work 
was carried out at the United Nations Development 
Programme (UNDP), which since 1990 produces a 
Human Development Report every year with analyses 

of saricus development issues as well as statistical 
information, including information on the Sustainable 
Development Goals, indicator targets and comp sie 
indicators We will study three of the composite indicators 
prepared by the UNDP: the Human Development Index 
(HDI), the Inequalty-adjusted Human Development 
Index (HDD, and the Gender Inequatiy Index (GID. 


'ppy Planet Index, 
is prepared by New 


In addition we will examine the 
introduced in Chapter 8, whi 
Economics Foundation. 


Composite indicators are usually expressed as an ‘inde’ or 
‘4 set of numbers showing the relative position of a variable 
a ist. This will become clearer in the discussion below. 


The Human Development Index 


‘The Human Deveiopnent Index (HDI), the best-known 
und most widely used index of the UNDP, is based 

the concept of Auman development discussed earlier in thi 
chapter. The HDI measures average achievement in three 
dimensivos: a long and healthy life, acces to knowledge 
and s decent standard of living. As of 2010, these three 

dimensions are measured by the following indicators: 


+ a long and healthy life is measured by life 
expectancy at birth 

^ access to knowledge is measured by mean years of 
schooling and expected years of schooling 

+ a decent standard of living is measured by GNI per 
capita (USS PPP), 

Each dimension is expressed as a value between O and 1 

with O being the lowest posible value forthe dimension, 

and | being the ighas 

"The composite index is the average over the three 

dimensions. Fach country receives an HDI value from 
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Table 18.7: Human Dov 


opm ent Index (GDI) and GNI per capita (USS PPP) for selected counties 


(040 1, and the countries are ranked according to their 
HDI values 


HDI ranks and HDI values for selected countries, together 


with their co 


ponding GNI per cupita (in USS PPP), 


appear in Table 1.7, where selected countries ars listed in 


order of declining HDIs. Countries have been selected 1o 


development with very diffen 


For example, Myanmar and Nepal have similar HDI 
indicating that they have attained approxintately the 
same level of human development, yet Nepal has 


it levels of GNI per upita. 


accomplished this with a GNI per capital that is les than 


half of Myanmars GNI per capita The same can be 
said for Tajikistan, Namibia and India. 


Comparisons between HDIs and GNI per capita 
confirm the points made earlier: 


* GNI (cr GDP) per capita used alone can be 
a poor measure of the different dimensions 
of development. 


* Many countries, even with their given levels 
of GNI per capita, are capable of making 
significant improvements in the well-being of 
their populations by making diferent choices 
regarding the resources allocated to health, 
‘education and other services or merit goods, 


^ Economic and human development issues 
apply not only to developing countries, but 
to developed countries as well 


law how it is possible to achieve similar levels of husnan 


"The HDi is very useful as a tol for governments wishing 
to devise policies focusing on economic and human 
development, and is far superior to single indicators 
‘ara measur of development, However, the HDI, too, 
has its shortcomings. This in because economic and 
human development are much broader concepts with 
‘more dimensions than are reflected in the HDI. The 
HDI does not provide us with information about 
income distribution, malnutrition, demographic trends, 
unemployment, gender and other inequalities, political 
participation, ete. 


Inequality-adjusted Human 
Development index 


‘The Inequality adjusted Human Development Index 
(IHDI) mensures human development in the ame three 
dimensions as the HDI, but each dimension is adjusted. 
{or inequality in the corresponding dimension. The 
IHDI attempts to measure losses in human develop 
‘that arise from inequality If there were perfect equality 
in income, health and education, the IHDI would be 
‘exactly equal to the HDI. Where there are inequalities, 
"be IHDI is lower than the HDI, and the greater the 
inequalities the lower the IHDI relation to the HDI. 
Interestingly, the IHDI is lower than the HDI in the 
‘ase of all countries examined by the United Nations 
Development Programme (UNDP), Table 18.8 shows 
"he five countries whose HDI has decreased the least. 
as well as the five cauniries whose HDI decreased the 
most on account of inequalities, The column showing 
“Overall loss” shows the percentage of the HDI that was 
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Source: United Nations Development Programme, Human Development Raport 2018 


Table 1 
coofficionts 


Inoqwalty-adjusted Human Development Index HDI) in relation the Human Development Index (HDI) and Gini 


Ti daa uye te pte On it ci ie tra eri 

dot hele DI vu are oie Pearse MA 
keisha deme hoe a te meses per oo 

the most have a relatively low human development. The " vue 


other is that countries that Jost the least have a relatively © — empowerment is measured by 
more equal distribution of income as indicated by their © the share of poliamentary senta beld by 
Gini coefficient, This is what we would expect since women 

income inequality is one of the dimensions of the IHDI, tha neti ot te in ha 


According to the UNDP, ‘At the global level, inequality 
in income contributes the most to overall inequality, 
followed by educatio: and life expectancy." 

It may be noted that the IHD is an improvement over 
the HDI in that it includes the dimension of inequality. 


population with at least some secondary 
‘uation 


* labour market participation is measured by the 
proportion of women in the labour fore, 


However it, oo, is an incomplete measure of the kvelof The GH measures the loss in human development of 
econotaic development fr the same reasons asthe HDI Women due to inequalities in these areas The higher 
noted eurlier, the GH, the greater the gender inequality. Table 18.9 

shows values for the GIT according to groups of 
Gender Inequality Index ‘outlet 


The Gender Inequality Index (GI) measures inequalities 
between the genders in three dimensious measured by the 
following indicators: 


"United Nations Development Programme, Human Development Raport 2018, p 4 
Ftp hdr undp rite to enaA. huran. development static update od 
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well-being, thut lakes into consideration life expectancy 
People's feces about their own personal well-being, 
with adjostments for inequalities and ecological 


Sub-Saharan Afiéa 0569 Kolpin. The HPI rank countries on the bas a ti 
= serrianeebused on theae indicators Table 1810 
Arab States 0531 ows the HIPT aks of elect countiet and comparet 
South Asia oss Them with GNI per capita as wol as HDI ranks 
manaa rr “Aste able sow our with high ranks on the basis 
ean Othe GNI per capia or HDI ranks do not rank so highly 
L onthe HP tn at thee iit conespondence between 
East Asia and the Pac [EE ele indicators shown in the ble For the most part 
me this is due to the ecological footprints of high-income 
Europe wd Contra! Asia, Eu countries such as Germany, Canada, Australia and 
‘ECD counties 0.186 Lineribouy. wich work to substantially lover their can 
in the HPL, You may nois too that Germany wih a GNT 
Word oa per capita that is more than seven times greater that of 


India, has almost the same HPL rank as India. This is lio 
due o Gers strong ecological footprint compared to 
Indiis very good performance in this respect. 


Source: United Nations Davelopment Programme, Human 
Development Report 2014 


Table 18.9% The Gender Inequality Index according to The Happy Planet Index provides information that is 
groups of countries cof a very different nature to the UNDP indices, as it is 
te only one that adjusts for unsustainable resource use 
Happy Planet Index though jts inclusion ofthe ecological footprint. Yet oo 
1 4 i incomplete asit does not account for other important 
The Hoppy Planet Index (HIPI) was discussed in Chapter È ph po 
aad that jou wa ion An wou nuy dimensions f development, while he concepts of well- 


being and ecological footprint remain controversial, 


reall the architects of the HPI argue that GDP (or 
similarly GND) is not a pood indicator of well-being. By 
contrast, the HPI is proposed as a measure oí sustainable 


Costa Rica 1 447 ri 14636 


Indonesia D 357 ns 10846 
Germany. v 49 298 4 46136 
India a 50 292 129 6353 
Canada rj E] 12 Er 
Malawi or Tanzania a 221 170 3064 
Australia 105 Er E 43560 
Luxembourg [EN 132 E] 45016 


Source: Happy Planet index htp //appplanetindax org 
Human Development index and GN! per capita United Nations Development Programms, Human Development Report 2018 
ftp/thdundp.org/sts/cafaut/Sles/2018_human_davelopment.statiatica_ updare par 


Table 18.10: Happy Planet index in relation to GNI per capita and HDI ranks for stlactad countries 
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1) Distinguish between single and composite 
indicators. Provide some examples of each, 


2 a Outline the three dimensions of 
development measured by the Human 


Development Index (HDI. 


b Explain the advantages of using the 
Human Development Index over GOP or 
GNI per capita as a measure of economic 
and human development. 


Identify the meaning of a high HDI rank 


i Explain what it means if a country's GNI 
per capita rank iz () higher than its HDI. 
Tank, and (i) lower than its HDI rank, 

46 Explain the diferonce between the HDI 
and the IHDI 


why the IHDI is lower than the HDI 


ient appearing in 
18.8 and the extent of the loss of the HDI 
for the countries appearing in the table, 


5 a Outline the dimensions of the Gender 
Inequality Index (GII) and the indicators 
used to measure the 


© identify the meaning of a high Gil value in 
terms of the extent af gender inequality 


Describe the dimensions of the Happy 
Planet Index. 


b Explain the main factor that accounts for 
the relatively low ranks of economically 
more developed countries and relatively 
high ranks of some economically less 
developed countries. 


7. Use examples of individual or composite 
indicators (you may use the tables in the text) 
to illustrate the following points: 


^ GNI per capita is sometimes a poor. 
indicator of levels of economic and human 
development 


i Many countries around the world ean 
do moro to promote the well-baing of 
thair populations through a reallocation 
‘of resources, even in the absence of 
‘economic growth, 


© Some economie de 
to more developed countries 
less developed counties, 


d Countries may be more developed 
with respect to seme indicators and 
less developed with respect to other 
indicators 


Strengths and limitations 
of measures of economic 
development 


Individual and composite indicators, used alone or in 
conibmation with per capita GNI (or GDP) statisties, are 
enormously useful as measures of different aspects of 
evelopment, 


However, as economic development is a complex and. 
multidimensional proces it cannot be accurately 
represented by any one measure. Each single indicator, 
or group of indicators in a composite index, can only 
capture that part or parts of development that it 
measures Therefore, we cannot rely on any one measure 


1o obtain à complete picture of the level of development 
o a country. Very often it is necessary to combine the 
use of many indicators to obtain an overall picture 


Moreover since different single or composite indicators 
measure different aspects of development, they 
sometimes present conflicting perspectives. For example, 
"be Human Development Index (HDI) conflicts in part 
With the Inequality-adjusted Human Development 

Index (IHD), and both of these conflict with the Happy 
Planet Index (HPD, The conflicting perspectives result in 
different values and rankings of the countries, depending 
on their performance in the particular dimensions of 
development that the corsposite indicator is measuring, 


1n addition, both single and composite indicators are 
Subject to limitations arising from the fact that they are 
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based on statistical information, which poses a distinct 
set of problems: 


* Some countries have a limited capacity for collection 
of statistical data, 

* Dita nse not fully available in many countries 

^ Insome situations (though not always) where data 
are missing international agencies try to come up. 
‘ih estimates but these may not be accurate 

* Very often international agencies do not have ess 
to ll the most recently available data with the 
result that data of different years may be compared 
‘against each other, 

* Definitions of variables and methods used by 
statistical services vary from country to country, 
despite efforts by internatious! organisations (such 
ts the World Bank and United Nations agencies) 
o achieve standardisation. This means that the 
data may not always be directly comparable from 
country to county. 


“These statistical problems mean that the indicators 
cannot always be precise and should be used as rough 
ides of trend over time or differences between. 
Countries, rather than as very precise measure 


Relationship between 
economic growth and 
economic development 


Economie growth ean occur without economic 
development. It was this experience for many countries 
in the 1950s and 19606 that resulted in rethinking and 
redefining economie development, Can economic 
development occur without economie growth? 

Some economie development is posible in the absence 
of rapid growth, i appropriate policies are followed 

to provide access to basie social services for the poor. 
The production possibilities model we studied in 
Chapter | shows how this can occur, In Figure 183, 

an scouomy produces some combination of industrial 
ood (measured on the vertical axis) and metit goods. 
(measured on the horizontal axis). The mer 

include education, health care serv 

and clean water supplies, made available to people on 
low incomes, who would not otherwise have access to 
them, (Før simplicity it is assumed thal actual output 
is at some point on tbe PPC). An economy that does 


AB no ecorcmic growth with some development 
B = C economic growth with na develapment 
BD er E economic growth with development 


? merit rose 


Figure 18.3: Economic growth and economic development 


not experience growth can still achieve some economic 
development, by relocating its resources, cutting back 
‘on industrial production and increasing merit goods 
production; this would entail a movement along PPC, 
from point A to a point like B. 


Over long periods of time, the possibilities for improving 
the populations well-being by moving along the same 
PPC will be exhausted, and further improvements will 

‘outward PPC shifts, such as from PPC) to 
ure 18.3. Such outward shift, representing 
owth is an increase in production. 


t0 be maints output per 
capta translates ino higher incomes and an improved. 
bility to provide the goods and services needed by 
the population, However, economic growth does nor 
guarantee at economie development will occur. Y a 
economy moves from point A to point C, for example, 
‘thors is tle if any increase in merit good provision, 


In this chapter we have seen several examples of 
countries that have greater achievements in education 
‘and health than other countries with higher levels 

‘of real GNI per capita. We have also seen examples 

of countries that succeeded in reaching a Human 
Development (HDI) value and rank similar to those 
of other countries with substantially higher GNI per 
capita. These examples illustrate that itis possible 10 
achieve some economic development by allocating 
resources to activities shat improve living standards for. 
the broader popuiation, 
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NDERSDANDING 18.4 


4 a Explain why it is easier to measure economic growth than economic development 
b Identify some difficulties involved in measuring economic development. 
2 Use the PPC model to 


a show how a country can experience growth without economic. 
development, 


b show how it can achiev 


some economie development without economic growth, and 


«explain why economic develeament over long periods of time requires economic growth. 


The following questions will help you reflect on your learning and enhance your understanding of key 
topics in this chapter. They are suggestions for inquiries that you con undertake on your own or in groups in 
order to revise the learning objectives this chapte 


1 Choose a Sustainable Development Goal that you are interested in and research its targets and 
indicators, Explain how the targets are related to the goal, and how the indicators can be used in order 
to messure a country’s performance with respect to achieving the targets and the goal. 


2. Select two countries of your choice with a comparable level af GNI per capita (US$ PPP). For each of 
these conduct an investigation of its 


a Human Development Index (HDI), 
b  Inequalty-adjusted Human Dovelopment Index (IGDI, 
€ Gender inequality Index (Cli, and 


et Index, 


d Happy Pl 


Examine how the two countries compare with respect to their ranks i 
investigate the dimensions of 

You should be 
responsible far 
of informatica 
version of thes 


ich of the indices, Then 
ich of the indices for your two countries and compare your results. 
lo to ative at important conclusions regarding what dimensions of each index 
ve index ranks of your two counties, For sour 
ing in the tables of this chapter, or any more recent 


you m. 
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-w stain groups of people from out of poverty? 
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*— What factors do you think keap poor countries relatively poor? 
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development. 
relations wit 


Photo: Yongoro, Sierra Leone. Woman walking on the main road af Yongere, near Freetown 
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19.1 Poverty cycles 
(or traps) 


We learned about poverty in Chapter 12. While all 
countries in the world have poverty, most of extreme 
poverty (defined as living on less than $1.90 per day) 
is concentrated in developing countries, Poverty is 
caused by many factors, but one of the causes of 
poverty in som situations can be poverty itself 
When conditions of poverty feed on themselves and 
create move poverty, they give rise to the poverty 
cycle, or trap. 


Understanding the 
poverty cycle 


People who are very poor spend th 
on essentials (food and other essential cm), and oft 
even this is not enough for survival. The physical capital 
they have is very low, whether tio i farm tools, ronds, 
water supplies or sanitation systems. Their human capital 
is very low: they have it if any education, low levels 
‘of skills and poor levels of health. Their natural capital 

‘often becomes depicted as they destroy their natural 
environment in an efort to survive (depletion of minerals 
in the soils cutis of forests, overfishing of lakes, rivers 


enn incomes just 


tow oduct 
growth, SE abo (4 
income tnd ind 


Figure 19.1: The poverty cycle (poverty trap) 


and oceans, ete). To come out of their state of poverty, 
they need mace capita physical, human and natural 
The new capital can only be created by saving, which 

‘would enable them to make the necessary investments to 
increase their capital, but since all their income i spent 
‘on necessities, there is nothing left over to save; therefore, 
‘they cannot make investments in the capital they need. 
Asa result, they are trapped ina situation where their 
Poverty leads to more poverty, in a cycle. The poverty. 
cycle is illustrated in Figure 19.1 


A poverty cycle (poverty trap) arises when low 
incomes result in low (or zero) savings, permitting 
only low (or ero) investments in physical, human 
and natural capita, and therefore low productivity 
of labour and af land. This gives rise to low, if any, 
growth in income (sometimes growth may be 
negative), and hence low incomes once again. A 
poverty cycle may occur in a family, a community, 
a part of an economy, or in an economy as a 
whole. An important feature of the poverty cycle 
is that poverty is transmitted from generation to 
generation, 


How poverty is transmitted across 
generations 


‘There are a number of ways that poverty is transmitted 
across generations 


^ People often cannot ilond to send their children 
tø school, either because the children work to 
supplement the family income, or because the 
parents cannot afford transport costs to school or 
the school fee 

‘+ Tbey cannot afford the necessary medical 
‘eu for themselves or for their children, 
sometimes cannot provide enough food for the 
family, leading to malnourished and physically 
disadvantaged children. 

* They often haye large families, whether because 
they see children as a source of additional income 
f the children work), or as a source of security in 
old age, or because they do not have access to family 
planning services Large families increase the level 
fof poverty, as the income of the parents must be 
stretched to cover the needs of more people 


Jn all these cases, the children are penalised for life, as 
they grow into adulthood lacking skills, often unable to 
realise their full health potential and condemned to low 
productivity and low incomes, 
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The vicious cycla of poverty 
and population growth: the. 
demographic trap. 

Evidence indicates that having many 
children increases poverty. Yet itis 

also the case that poor people tend 
to have more children, The reasons 
are many and varied: children may be 
Viewed as a source of unpaid labour 
(on the far), income (i the c 

sent out to work), old-age security 
of the parents (the children, males in 
particular aro expected to take care 
of the parents in their old age) in 
addition, the children may be viewed 
as a source of prestige or he parents; 
fr they may result om lack of accoss 
to contraception ard family planning Figure 19.2: Amazon rlnfvest, Brazil. Amazon riverine family- nbeinnfo 
services. Ming near he 


Thoro is, therefore, a close and. 
mutually reinforcing relationship. 
between poverty and population growth: poor people have more children, and more children keep poor 
familias trapped in poverty; this is known as the demographic trap. It is closely related to the poverty cycle 
er trap, 


Experiences of many countries around ihu world show that there is a cloar relationship betwoen birth rates 
and economic growth and development: as countries grow and develop, birth rates fall. This relationship 
has given rise to the simplistic expression: ‘Development is the best contracepticn. It is simplistic because 
it begs the question: what aspects of growth and development lead to lower birth rates? ls it rising 
incomes, more education, incroased contraception, increased employment opportunities, ar another? 


While there are many factors contributing to lower birth rates, the most important ones involve education. 

and job opportunitie: far women. These are even more important than higher income per capita in order 

to break out of the crnographie trap. When girls receive an educ acon that prepares them for the job 
ly to have fewer children. Reasons 


market, and when they join the labour force, they are far more 
include later marriage, greater reproductive choice, increased awareness of the economic benefits of 
having fewer children (ve. the ability to provide more per child if there are fewer children), and reduced 
need to view children as sources of income and old-age security. Nobel Prize-winning development 
‘economist Amartya Sen notes that in some of the richast districts of India, where women do not work and 
tend to receive less education, birth rates are much higher than in some far poorer districts where women 
have much higher literacy rates and greater labour force participation.’ 


Applying your skills 
1. Outline why the demographic rar; is a barrier to growth and development 


2. Explain the role of education an jab opportunities far women in breaking out of the demographic trap. 


3. Explain how the demographic trap is related to the poverty cycle (after reading about the poverty eyele). 


iiis ei La... LLL. zi 
"D 


Copyright Material - Review Only - Not for Redistribution 


3- nion en o A MA stn 


‘Moreover, poor people who sue unable to buy or invest 
in modern agricultural inputs (fertilisers, irrigation 
facilities, improved sees) because their incomes are 
too low are forced to overuse their land, thus depleting 
the soil of essential nutrients, with the result that their 
children will be forced to work on soils of poorer quality 
hat have lower yields (lower output per unit af land). 


Since poor people cannot make investments because the 
ido not have enough savings, it would help if they could 
borrow, However, banks do not usually lend to poor 
people, who lack the necessary collateral (see Section. 
19.3 below). Therefore, the poor remain without access 
to the credit that could help raise them oust of their 
poverty, and poverty is carried into the next generation. 


Breaking out of the poverty cycle 
Poor people and poor communities trapped in a 
poverty cycle cannot ege from thi on their own. 
‘They requise the intervention of the povernment, which 
must undertake investments in human capital (health 


services, education, nutrition), physical capital in the 
form of inirastructure (sanitation, water supplies, 
Toads, power supplies and irrigation), and natural 
capita! (conservation and regulation of the environment 
to preserve environmental quality). Further, the 
government must take the necessary steps to ensure that 
Poor people can participate in private sector activities, 
Such as ensuring access to credit so that the poor can 
borrow to finance private investments. However, the 
public investments needed to break out of the poverty 
trap depend on the availability of government revenues 
What if the country ès so poor and overall savings so 
Tow that the government does not have the revenues 
required to undertake the necessary investments? 

Then an entire country i» trapped in à poverty cycle, 
‘There are several countries in sub-Saharan Africa that 
are trapped this way 


When an entire nation is trapped in a poverty 
cycle, escupe is possible if resources ure 
provided through foreign aid, to be discussed in 
Ciipier 20, 


1 0 Using a diagram explain the poverty eye. 


b Outline how the poverty cycle is transmitted from generation to generation, 


Explain why external intervention is necessary to break out of this cycle. 


19.2 Economic barriers 
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‘economic development 


Economic inequality 


The importance of income inequality 


Economists have been debating the relationship between 
economic growth and income distribution over many 
decades, They used to believe that in the early years of 
growth, high income inequality is necessary. One reason. 
iven was that government spending to alleviate poverty 
tnd improve income distribution (such as through 
spending on merit goods) would take scarce resources 
away from investments in industrial production, thus 
reducing growth, Another argument was based on the 
belief that the rich save more than the poor, resulting 

in more investment, more physical capital and hence 
more growth, Therefore, with a more equal income 
distribution, savings would drop, mvestments woukl be 
lower, und growth would be reduced. 


‘Today, economists argus that the opposite is the case: 
highly unequal distzibutions of income are actually 

at barrier to rmi uad development. Not only is high 
income negra not necessary; bur greater equality n 
income disribulon may lead to more rapid growth and 
more development. The reasons for this were discussed at 
length in Chapter 12. It is suggested that you review this 
section asit is highly relevant to our current topic. 


For example, the Asian economies that have grave 
very rapidly, known as the “Asian Tigers (Malaysia, 
Singapore, South Korea, Taiwan, and others) have 

more equal income distributions than countries in Latin 
‘America and Africa, which have bec growing far less 
rapidly The Asian Tigers placed a very strong emphasis 
on the development of huma: capital, with positive 
effects on the equality of inc vue distribution and very 
successful growth and development outcomes 


Rising economic inequality 


The performance of developing countries with respect 
tw income distribution varies widely, as in some 
countries income distribution hax improved, whereas in 
other it has worsened. According to the World Bank. 
income inequality increased in 2008-2013 in 34 of 

8 countries monitored. This was due to more rapid 
income growth among higher income groups while in 
23 countries the poorest 40% experienced a decline 

in income: In line with global trends inequalities in 
wealth are worsening in most developing countries See 
Chapter 12 fora review of this topie. 


Limited access to 
infrastructure 


The importance of infrastructure 


Infrastructure is a type of physical capital, and therefore 
results from investments It is important for the effective 
functioning of any economy and includes numerous 
goods and services such as power, telecommunications, 
Internet access, piped water supplies, sanitation and 
sewerage, roads, dam and canal works for irrigation and. 
drainage, urban transport, ports and airports, 


Infrastructure plays a major role in most economies, 
representing about 20 of iota investments in 
developing countes. The availability of infrastructure, 
and broad access to the services it offers make 

‘major contsiiions to economic growth, economie 
devclopmues and poverty alleviation, 


Infrastructure provision practically everywhere in 
‘the world is mostly a government responsibility, 
Governments role is the result of a long historical 
proces justified by infrastructure great political, 
economic and strategic importance, concerns about 
market power if it were in private hands, and interest in 
providing esential services to the overall population of a 
‘ountry. Note that many types of infrastructure qualify 
as public goods or as merit goods, Le goods with positive 
externalities in consumption. 


Barriers to infrastructure development 


Most developing countries perform poorly in 

infrastructure development and provision, For example, 

jn 2015, Lin 4 health care facilities did not have access 

to basic water services. 3 in 10 people lacked access 

To safely managed drinking water while 6 in 10 lacked 

acest to safely managed sanitation facilities. 2.4 billion 

people did not have access to basic sanitation service 

like toilets and latrines. 13% of the world's population. 

had no access to electricity" 

"The reasons for poor performance can be summarised 

under the following headings 

^ Problems of financing, Governments charge users 
far their consumption f infrastructure services (for 
example, charges for connection to piped water and 
sewerage, water use, Ic phone charges t.) However, 


2 bte (Phdcunds org/sites/delauijas/2016_human_ development epar pdt 
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Global warming has increased global 
economie inequality. 
A study published in the Proceedings of the 
Nationa! Academy of Science of the United 
States has found that ‘global warming has 
very likely exacerbated global economic. 
'equalty- It İs argued that there is a greater. 
than 90% likelihood that per capita GDP in 
‘most poor countries is lower than it wouid 
have been in the absence of global warming, 


"Thus, our results show that, in addition to. 
not sharing equally in tho diract benefits 
of fossil fuel use, many poor countries 
have been significartly harmed by the 
warming arising from wealthy countries’ 
energy consumption 


Figure 19.3: Balaka District, Malawa: Girls carrying buckets of water 
‘on their way back fram a borehole, Global warming i expected to 
There is growing evidence that poorer  contbute w vtae scarcty that may displace up to 700 milion people. 
countries or individuals aro more worldwide by 2030 p/w urate dactshcaroy) 
negatively affected by a changing climate, z 
either because they lack the resources for climate pretection or because they tend to reside in warmer 
regions whore additional warming would be dri"rmental to both productivity and health 


+ she same timo, tis possible that some developed countries are benefitting from global warming, and 
these effects aro expected to become more pronounced in the future. 


empirical evidence combined with projections of future climate change suggests that, although 
some wealthy countries in colar rogions could benefit from additional warming, most poor countries 
are italy to suffer 


The relationship between temperature and economie growth means that long-term warming will 
generally increase growth in cool countries and decrease growth in worm countries. For example, for 
cooler countries such ss Norway, warming moves the country-mes temperature closer to the empirical. 
optimum, resulting ip cumulative economie benefits, In contrast, for warm countries such as India, 
warming moves the country-mean temperature further from the optimum, resulting in cumulative losses 


The study also notes that 


given that wealthy countries have been responsible for the vast majority of historical greenhouse 
gas emissions, any clear evidence of inequality in the impacts of the associated climate change raises. 
critical questions of international justice, 


Source: www.pnas.org 
Applying your skills 
1. Explain why poor countries in warmer climates tend to face heavier consequences of global warming. 


2 To what extent should developed countries take responsibility for measures to correct the problems of 
global warming? 


3 Identify a country that has already begun to be affected by global warrning. Research the potential 
consequences, 
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in developing countries as part of government social © Misalleaticn of resources. The infrastructure 
policy intended to mak: services affordable the prices provided is sometimes inappropriate given the 
‘charged for infrastructure services have been kept nec of the population and the country’s evel of 
below cost, resting in insufficient revenue for the ‘voaomic development; investments may be made in 
state enterprises providing infrastructure. infrastructure facilities that remain underused because 

‘Inadequate maintenance and poor quality. Lack of ‘there is not enough demand for their services (such 
revenues means that infrastructure facilities are as power, telecommunications, ports), while other 
often poorly maintained, resulting in low quality services (such as more roads, or better maintenance 
iod unreliable services. and improvements in service quality) are neglected. 

Limited access by the poor, Lack of revenue also ^ Neglect of the environment Infrastructure can have 
means constraints in quantity of infrastruc numerous negative environmental effects, including 
facilities that can be constructed, so tbat in many the failure to adequately control unnecessary 
countries it has not been possible to provide services Traean p contin ioa or vil à 
for the entire population. It is generally the poor poorly designed or poorly maintained irrigation 
who tend to suller dispesportionuely from lack of. facilities, building roads and dams in ecologically 
access, both in rural areas and in urban slums Vulnerable areas, and others 


UN resolution recognises water as a right 
On 28 July 2010, the United Nations General Assembly passoc 

a resolution recognising access to clean water and sanitation as a 
{fundamental human right. The resolution states that "he right to safe 
and clean drinking water and sanitation [s] a human ight that i 

far tha full enjoyment of fe and all human rights’. I urges governments 
«rd international organisations to support efforts to provide safo, c 
accessible and affordable drinking water an ssritation to all 


Lack of access to clean water and sanitation is one of the most 
important barriers to economie development and th 
of decent living standards, Accovsing to the Sust 
Development Goals, 

water and sanitation-related diarrheal diseases that are preventable, acera causing hepatitis and other 
More than 40% of the world's population is affected by water waterborne lease 

scarcity and this is expeciad to rise. A mere 27% of the population — — — — 

in developing counties has access to basic handwashing facilities (2015 data).* 

Water is being Increasingly converted into a commodity, which ia priced and sold, This weakens the idea. 


of access to water as a human right. The UN resolution was therefore welcomed as a historic step in this 
process by supporters of water rights 


Figure 19.4: Bishkek, Kyrgystan 
Gathering drinking water vulnerable 
y day nearly 1000 children dio due to ta canarination from trash and 


The Sustainable Development Goals (SDGs) are cornmitted to achieving universal and equitable access to 
safe and affordable drinking water by 2030.” 


Source: wwnun.org 
Applying your skills 

1. Explain different possible ways that access to clean water can contribute to economic development. 

2 Do you agree that access to watar should be considered as a fundamental and universal human right? Why? 
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Limited access to appropriate 
technology 


New technology contributes to improving the quality of 
physical copital While new technology contributes to 
‘economic gaoth Gee Chapter 11), in developing countries 
itis especially important to consider the appropriateness 
of new technologies to local conditions There are mony 
{eehwologies developed and used in economically advanced 
countries that are not well-suited to the conditons of less 
developed ones. To be effective, technologies snus be well 
suited to particular economic, geographical. ecological and. 
climate conditions Appropriate technology 1 a technology 


that saisis these conditions 


Different factor supplies (labour 
and physical capital) 


Developing countries arc characterised by relatively 
lange quantities of labour (much of which is unemployed 
or underemployed, while physical capital is relatively 
scarce and costly to acquire. Moreover, the capacity of 
developing countries to produce, operate and maintain 
technologically advanced equipment is limited. In. 
developed countries, labour is relatively scarce in relation 
To more abundant physical capital, and there is a lange 
capacity for producing and maintaining technologically 
advanced machines and equipment. Therefore, 
developing and developed countries have diferent needs 
with respect to the kinds of capital goods/iechnologies 
that are best siti to their condition: Developing 
countries need capital goods ani technologies that 

make use of their abundant Isbour supplies and that are 
relatively simple to produce, maintain and operate 


Consider a farm in a les developed country where 
there is widespread rural unemployment and poverty." 
Traditionally, fai way has been carried out by use 

of a primitive technology involving the spade, hoe, 

hand sickle and stick plough, The farm now has the 
‘opportunity to introduce a new technology. There are 
two choices: heavy agricultural machinery, including the 
tractor, or the use of ploughs pulled by animals, Both 
these new technologies would increase the productivity 
of labour. Which one should be adopte 


The tractor technology is more expensive, nad uses far. 
less labour to run compared tothe previous plough 
technology, This means many of the workers on the farm. 


Will ose their jos and their income, with rural poverty 
increasing. Alo, it cannot be produced domestically and 
Wil have to be imported; this involves the use of scarce 
forcigu exchange with negative effects on the balance of 
payments. Further, skilled labour will be needed to repair 
it and parts may have to be imported. 


‘The plough technology is ess expensive. I requires a 
greater quantity of labour for its use, so employment 

‘on the farm will increase, leading t less rural 
‘unemployment and underemployment, creating more 
income and reducing rural poverty. It can be produced 
locally resulting in increased employment outside 

‘the farm as local workers begin to manufacture the 
equipment, Locally avalible skills will be used, and more 
workers can be trainzd on the job to produce the new 
equipment, There will be no need for imports and scarce 
foreign exchange will be saved, with no negative effect on 
the balance of payments 

Clearly. the farm should adopt the plough technology. 

‘We cao therefore make a distinction between the 
following two kinds of technology: 


+ Labourusing (labour-intensive) technologies 
use more labour in relation to capital. They 
result in increases in local employment and 
the use of local skills and materials, increases 
in incomes and poverty 
on the use of scarce foreign exchange. 


^^ CapitaLusing eapitabintensive) technologies. 
ust mote capital n relation to labour. In 
developing countries with large supplies of 
labour they displace workers and increase 
unemployment, reduce incomes and throw 
peaelo into poverty, and require skill levels 
that may be costly and difficult to acquiro, 
‘as well as the use of foreign exchange for 
imports 


Most technological advances tend to be of the capital- 
‘using type, because most research and technological 
developments occur in developed countries that focus 
on their own priorities and needs This poses serious 
problems for developing countries that mostly require 
abour-using technologies and have limited resources 
for developing technologies well suited to their own 
economic and physical environments 


See B.F. Johnson and Ky (1979 Agricultural and Structural Tansformation: Economie Strategies ín Le Developing Countries, Oxford 
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Many developing countries have at times tried to copy 
or imitate the production Uchnigques of the developed 
world, resulting in the ase of inappropriate technologies, 
such as tractor technologies in agriculture, and capital- 
intensive technologies in industry. Among the failures 
of growth and development policies, a major one was 
the push for industrialisation using modern, capital- 
using technologies in both industry and agriculture. 
"This contributed greatly to unemployment and 
‘underemployment and growth of the informal economy. 
in many countries around the world (sce Chaplet 20). 


Different climate and 
ecological conditions 


Many of the technologies developed in rich countries 
are also inappropriate to the climates, geography and 
ecological conditions of may developing countries 
"This ts particularly relevant to the needs of agriculture, 
characterised by diffeteni climatic conditions, soils, 
disease agents and other agronomic factors 


Difficulties in the development, 
of appropriate technologies 


Although some developing countries have significantly 
‘crease investments in research and development 
(R&D) (for example, China, India, Brazil), most 
technological innovation occurs in developed countries 
Many developing countries have very few resources to 
devote to R&D and new technology development. Many 
developed countries spend mote thin 2% of GDP on 
RAD, for example Sweden 3.30, opan 3.2%, Denmark 
and Germany 2.9%, Finland 2 8%, United States 2.7%), 
By contrast many lower income countries typically spend 
less than 0.5%," Taking into aeeount their far lower per 
capitu GDDPs, poor couniries spend next to nothing in 
bilute terms coropied to the developed world. 


A further problem is that the private sector in developing 
countries faces tew incentives o engage in R&D. In 
developas! countries the private sector is responsible for 
over 50-607: of RAD expenditures; however, in low- 
income countries the private sector contribution i very 
lw rom 2% to roughly 20%), Many developed country 
firms produce and innovate for lange markets, and the 
expectation of large profits creates powerful incentives to 
innovate in order to compete, capture market shares and 
take advantage of new opportunities. Firms in developing 


countries, especially in the lower income ones, have neither 
the resources nor the markets to support RD activities 


Low levels of human capital 


Human capital refers to skills, abilities and knowledge 
acquired by people as well as good levels of health, all 
of which make them more productive. Human capital 
ix important in any society but in developing countries 
it acquires a special significance because there are large 
portions of populations in many countries that bave 
relatively low levels of educational attainment, and 
also low levels of health. In Chapter 18, we saw that 
developing countries lay behind in both education and 
health. There is therefore a huge scope for increasing 

ch can make a significant difference 
to productivity, employment opportunities, output 
growth and development prospects. 
Education and health, as the two component parts 
of human capital, are alio among the key goals of 
economic and human development, They are included 
in the Sustainable Development Goals and are also two 
fof the three dimensions of the Human Development 
Index (see Chapter 18) 


Barriers to education 


SDO 4 states "Ensure inclusive and equitable quality 
education and promote lifelong learning opportunities. 
for al There are several barriers to inclusive and 
‘equitable quality educetion in developing countries 


4+ Insufficient fudiny for education. Many developing. 
countries, especially the poorer ones, do not have 
Suficient government revenues to fund education. 
At tise onset of the SDGs there was à $39 billion 
gap to provide quality education to all children by 
2020." Many developing countries should increase 
the proportion of government budget funds spent 
‘on education, As Table 18.5 showed, many countries 
can do far better with education given their levels of 
GNI per capita. In addition, more aid funds should 
be directed to education, 

‘+ Insufficient teachers or untrained teachers. There are 
not enough teachers at the primary and secondary 
levels and those that are available do not have the. 
necessary training, The results that many children 
do not receive the bus training they need to learn 


Pe Wer Bank, Wald Development lidcatons 
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The value of education 


The energy cf the mind is the essence of life 
Aristotle, ancient Greek philosopher 


A mind is a terrible thing to waste 


An investment in knowledge pays tho best interest 


He who opens a schoo! door, closes a prison 
Victor Hugo, French philosophe 


Confucius, Chinese philosopher 


Education is a powerful we 


Thinking points 
1 Consider each of the above 
contribution education makes 


you think this issue should be dealt with in a soci 


better educated? 


Campaign slogan of the United Negro College Fund in 1972 


Benjamin Franklin, one of the Founding Fathers of the United States 


Education is the most powerful weapon which you can use to change the world 
Nelson Mandela, South African anti-apartheid activist 


Education breeds ccníidence. Confidence breeds hope. Hope b: 


on against countless ls. On a personal eve itis the means through which an 
individual cn feale her or i ful potent as a human being. On a societal in 
which an individual ean contribute fo the grestr social good 


a to human development (Chapter 18, Section 18.2), and 
b to economic growth and economie development, 


2 Some people in both rich and poor countries may not fully appreciate tha value of education. How do 


the right to impose education on other people who may not want themsel 


eds peace 


ty? Do some people (such as the government) have 
i or heir children to be 


the basie skills ol reading, writing and arithmetic. 
For example, in rural India nearly two-thirds of third 
grade chidren cannot solve a 2-digit subtraction 
problem, and half o fth graders still cannot do it? 

^ dbvafficient classrooms and basie facilities. Many 
“counties in sub-Saharan Africa do not have enough 
classrooms, and many of those that are availible 
do not have running water toilets. For example in 
Chad only one in seven schools has potable water 
and one in four has toilets, while only one-third of | 
available toilets are for pirls only * 


^ Luck of teaching materials Textbooks are often 
‘old and worn out, and those that are available 
are shared by several children. In Cameroon for 
example, there are 11 primary school students for 
every reading book, and 13 second grade students 
for every arithmetic book. Similarly all other 
teaching materials are in very short supply." 

^ Children with disabilities are excluded. In the poorest 
countries it is estimated that 95% of children with 
disabilities do not attend school while also facing 
discrimination 


"hte en woldbank rennes mmerive story 20V 2pm la hona thes dote homeware 
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‘economic development 


^ Gender discrimination. I is estimated that over 130 
million girls do not go to school on account of 
being a girl (see aiso Table 19.4 below, 

^ Conflict or. of conflict, It is estimated that 250 
million children live in countries where there are 
conflicts, while 61 million do not go to school 
because of conflicts 

^ Distance of school from home. I is not uncommon 
for a child to have to walk three hours a day to get 
to school. 

Junger and malnutrition. Many millions of children 

are malnourished, Being malnourished seriously 
alfects a child's ability to learn, 

^ Inability to pay for education, Whereas in principle 
primary education is free virtually everywhere, 
expenses of having to buy books, pens, exam fees 
for other informal foes’ means that many families 
locked in poverty cannot afford to send their 
chikdren to schoot 


Barriers to achieving good health 


SDG 3 states Ensure healthy lives and promote well- 
being for all at all ages’. Barriers include 


^ Tosufcient funding for health care It is estimats 
"hat there is a financing gap of $370 billion in order 
the reach the SDG targets of goal 3 noted above 
The financing gap i especialy serious in sub- 
Saharan Africa which makes up 16% of the world's 
population, but carries 23% of the world's disease 
burden, while accounting for 19 of global health 
care spending. ^ 

‘Insufficient acces to heal care services, A study 
by the World Bank and World Health Organization 
has found that at least half of the world's 
population do wot have acces to all the essential 
health care services they need. 

^ Private pasiaents for health care. The World Bank 
and World Health Organization estimate that 
800 snilion people spend at least 10% of their 


budget or: health care services, while 100 million 
are pushed into extreme poverty (living on less than. 
$1.90) a day because of this" For sub-Saharan 
Arca it is estimated that 37% of all spending 

on health care is made out-of-pocket. This has 
disastrous effects as 11% of the African population 
is pushed into poverty as a result of having to make 
these payments while another 37% does not receive 
medical treatment due to the high cost, 


Geographical access. Health care facilities are often 
situated very far from where people live. Long 
distances, lack of roads and transportation mean 
‘that many people do not have access to health 
care facilities, Resench has found that standards 
of heath care improve when distance is reduced, 
For example, in Ghana it was found that when the 
distance t a health cre facility was halved the 
utilisation of the services doubled.” 
Insuficient numbers of trained medical practitioners. 
‘This is an extremely serious problem because even 
where medical practitioners are available they are 
often ineffective. The World Health Organization 
estimated for seven African countries that medical 
practitioners make correct diagnoses one-third to 
‘three-fourths of the time." 
Insufficient medical facilities und medical supplies. 
"There ate major problems of financing in order to 
set up, stall and equip medical facilities to ensure 
access to rural populations, 
Acceptability of modern medical practices In some 
Very poor societe: modern medical practices are not 
accepted as people prefer traditional medici 
Insuficient acces to clean water and sanitation. 
Aequi uccess to quality health care services 
is noi enough to ensure good health. It is also 
'essary to ensure access to clean water supplies 
ond sanitation. For example, there are more than 
340000 children per year who die due to diarrhoeal 
diseases [rom unsafe drinking water and poor. 
sanitation: this is entirely preventable. 
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Dependence of production and 


4^ Use PPC diagrams and AD-AS diagrams to exports on the primary sector 
explain tha al effects of 


‘The primary sector of an economy i the sector that 
gear iaon salip, produces primary commodities, which are goods arising 
{rom the factor of production and (see Chapter 1), They 
| include agricultural, fishing and forestry products as well as 
products of extractive industries (oil, coal, minerals etc.. 
Developing countries especially the lower income ones, 
improvements in human capital end to specialise in the production of only a few goods, 
Ta Which usually are primary commodities The exports of 
any country are determined to a large extent by the goods it 
produces Therefore, if it species in primary products its 
exports are likely to be ornate by primary products 


b the development of new infrastructure, 


£ the use of appropriate technology, and 


a 


Education and health 
Th 


fundamental human rights 
a genera! belief around the world that 

jon and health are fundamental human. 
According to ‘everyone should be 
entitled to receive an education and to have access 
to services allowing them to achieve their potential 
for good health. This principle is reflected in the 
United Nations Universal Declaration of Human. 


Fights (1948), affirming the individual's right to 
^a standard of living adequ 
well-being of him 


clothing, housing and me 


in tho elementary and fundamental stages’. The ure 19.5: Dental haat checkup 
Fights to education and health have buen further ‘igure 19.5: Dental wah check 
asserted by the International Covenant on Economie 

and Social Rights (1950), and are guaranteed by the national constitutions of many countries. 


As fundamental human rights, education and health care are crucially important ingredients in the process 
of expanding human freedoms, the defining characteristic ef human development (see Chapter 18, Section 
18.2). An ind vidual who is literate and knowledgeable, adequately fed, free of preventable diseases, and 
who hat access to clean water, sanitation and health care services, has significantly improved opportunities 
to find employment, have a decent income, escape extreme poverty, and lead a long and healthy, creative 
life and to enjoy a decent standard of living, freedom, dignity, self-esteem and the respect of others.” 
Evidance accumulated throughout the world overwhelmingly shows that education leads to improved 
employment opportunities and higher levels c! income. Improved health reduces illness and physical 
disability increases life expectancy, improves quality of life and reduces poverty. 


Applying your skills 
Based also on the discussion in Chapter 20, Section 20.4, examine economic and non-econamic reasons 
that justify government interventor in the provision of education and health care. Explain which of these 
you consider to be the most important 


"United Nations Development Programme, Human Development Report 1997 (avalat te at http //hdrunde crg/an/repor 
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Table 19.1: Export dependence on prim commodities 


Many of the countries in sub-Saharan Africa. 
Latin America receive at least alf their export 
earnings from primary com nodities, Table 19.1 
presents a list of selected developing countries that 
re overspecialised: Whey are highly dependent on 
commodity exports, as well as on a single product. 
that represents a high percentage of the total value 
of commodity exports, Countries such as these fa 
a number of risks and obstacles that work against. 
growth and development objectives, discussed below, 


Price volatility of primary products 


This topic was explained in Chapter 3, were ve saw 
that the prices of primary producti are more volatile 
dlluctuate more) than the prices of manufactured 
products because they have low price clasticiies of 
demand and low price elasticities of supply (both are 
‘usually less than one). We also examined why primary 
products have low PEDs and PES 


Volatility of primary produet prices has serious 
negative consequences for producers and for the 
economy as a whole. As product prices fluctuate, so do 
farmers incomes along with agricultural investment, 
employment and wages of agricultural vor 

Proctocers are unable to plan, as they are unable to 
determine the future profitability of investments, 


When the produet is exported, fluctuating prices alse 
translate into fluctuating and unstable export earnings, 
alfecting the country's balance of payments and ability 
to import, In addition the price fluctuations affect the 
government's revenues with negative consequences 

on its efforts to plan for growth and development and 
undertake necessary investments in merit goods (health 
care, education infrastructure). 

For these reasons votalty of primary product prices 
has been a major banier to growth and development in 
many developing countries that are highly dependent on 
a few primary products for their export earnings 
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Limited access to international 
markets 
The inability to access international markets refers to 


diiculties cucouatered by developing countries in their 
‘exports to developed countries, 


Tarif barriers 


^ Products of interest to developing countries fn 
relatively high tariff barriers 
There are important differences regarding tar levels 
between products and product categorics, In particula, 
tariffs remain high for products of interest to developing. 
countries, which include agricultural products, textiles 
and apparel" Agricultural products in particular face 
much higher tans than those in manufacturing and 
natural resoun 


^ Use of tariff Larviers to dvcourage the development 
of mamufactarieg and diversification 
When countries specialise in primary products or other 
riw materials used for manufacturing, the domestic 
availability of the raw materials works to stimulate 
manufocturing in products based on these raw materials. 
Tei much easier for an economy to produce chocoizie 
When it produces the cocoa beans that are the basic input 
for chocolate, This is called vertical verifier, and 
involves moving into manufacturing that wakes use of 
domestically produced inputs. A number of developing 
countries provided a major boost to their growth and 
development through this type of diversification (f 
example, Malaysia, Thailand, Indonesia, China, Chile 
and Mauritius), 


However, both developing and developed countries 
impose low tariffs on taw materials (unprocessed 
primary products, aad much higher tariffs on processed. 
products This is termed tariff escalation. Tatil 
escalation makes it dificult for developing countries to 
expand into manufacturing. since the greater the degree 
ff manufacturing, the more dificult it is for the product 
to he exported to developed countries 


Clearly, tariff escalation works to discourage developing 
countries from diversifying their production into 
manufacturing. Tariff escalation occurs most often in 


products that as important to developing countries, 
such as apparel, animal products tanning and 
manufacturing” 


Agricultural trade and rich 
country subsidies 


Agricultural support by rich countries is one of the most 
Problematic issues in international trade, Agriculture is 
one of the most protected sectors of developed countries, 
justified on the grounds that farmers carn low incomes 
‘and must therefore be assisted., Yet the evidence indicates 
"hat most of the benefits of protection are actually 
enjoyed by very large farmers? This protection has major 
negative consequences f: many developing country 
primary product exports and for poverty alleviation. 


Most developed countries have some form of support 
system for thc farmers, of which the two best known 
ate the European Unionis Common Agricultural Policy. 
(CAP) and the United States farm policy. Both fum. 
proiection systems involve a mix of price floors and 
Subsidies (see Chapter d). 


Negative consequences of developed 
country farm support in developing 
countries 


Over and above the negative consequences of protection. 
in the domestic economy (high consumer prices, 
protection of ineficent producers, costs to taxpayers 
of protection, ete. see Chapter 4), there are a number. 

of negative consequeases for the plobal economy and 
developing countries: 


^ Global misallocation of resources, Higher prices 
‘received by developed country farmers due to price 
‘sports as wells production subsidies, result in 
an overallocation of resources to the production 
fof protected goods in the developed countries and 
therefore excess production and surpluses. When 
these goods are exported they artificially lower 
the international price of the goods, making i 
‘more dilicul for farmers in developing countries 
to compete. Very low prices foree some farmers 
im descloping countries to abandon or reduce 
cultivation of the product. Therefore too much of 


"hipa fata org/an/PublieatiorsLibvarylditctab2019d_en pdf 
itpa//inctad orfen/PubcstoreLicaryditciabiNel en pdf 


js lume get most of ho banalis of protection, since 


dies are paid out on the bai these of 
od cl year 


Copyright Material - Review Only - Not for Redistribution 


19. Barriers to economic growth and economic development 


the protected good is produced in the developed 
counties (veralloe: tun of resources) and too little in 
developing counts (underallocation of resource). 

^^ Global inefficiency, Developing countries can ollen 
produce certain agricultural products at a far lower. 
cost than developed countries, yet because of 
protection, the more ineficient developed country 
producers continue to produce, capturing global 
Tarket shares from the more efficent developing 
country producers. For example, the United States 
the work's largest exporter of cotton, which rsceives 
price supports and subsidies worth billions of 
dollars annually, yet it also has among the highest 
costs of cotton production in the world, 

* Lower export earnings for devsioping countries. 
Developing countries that export products receiving 
protection in developed countries suffr due to 
lower exports, ax wel! o lower prices (due to the 
rich-country subsidies), and therefore have lower. 
export earings this can contribute to balance of 
payments diidculties and increased debt burdens 

Increased poverty among affecto farmers, Low 
export d low prices received by developing 
country farmers and the inability to compete with 
Vs farmers of developed countries means lower 
incomes, lower investment possibilities for farmers, 
lower employment opportunities for farm workers 
and increased poverty. Some displaced fariners are 
forced to migrate to the cities, where they ind work 

the informal economy while coniributing to the 

growth of urban slums 


Other non-tariff barriers: the 
‘new trade protection’ 


There is some concern tha certain non-tariff ba 
have begun to increase in recent years, the most 
important of whieh involve technical regulations, 
tandands tad requirements, testing and certification, 
labelling and packaging requirements: customs and 
administrative procedures: and sanitary measures 
including food safety and quality standards. These aze 
referred toas administrative harriers in Chapter 14. (See 
Real world focus 15.1 in Chapter 15) Because these 
kinds of barriers have been rising rapidly in scent 
years, they are referred to as the ‘new trade protection 
Nonctarif barriers cover the entire range of products 
exported by developing countries, Whereas the need for 


minimum safety and quality standards is not in question, 
there are concerns that some of these controls are being 
used asa hidden way to limit quantities of imports 


FEST YOUR UNDERSTANDING 19.3 


Explain why too much specialisation on 
primary commodity production and exports 
may have negative effects on developing 
countries efforts to grow and develop. 


the possible negative effects of 
rm volatility of commodity prices. 


Identify some factors that make it dificult 
for developing countries to access foreign 
markets for 


The informal economy 


A formal economy refers to the part of an economy that 
i registered and legally regulated; an informal economy 
by definition lies outside the formal economy, and refers 
to economie activities that are unregistered and legally 
unregulated. 


Informal economies exist everywhere in the world, but 
are much more important in developing countries In 
developed countries, the informal economy includes 
unregistered work resulting in tax evasion, as well as 
corruption or crime wbich ane illegal. In developing 
countries, the informa! cconomy offers work that can 
make all the difference between physical survival and 
starvation for individuals and their family. As the 
Internationsi Labour Organization (ILOJ stress, work 
in the informal economy in developing countries is not 
undertaken to avoid payment of taxes or bypass labour. 
ox oter legislation asin developed countries ILO 
constituents from countries all over the world agreed that 
most people enter the informal economy not by choice, 
but as a consequence of a lack of opportunities in the 
formal economy and in the absence of other means of 
livelihood.” 


Examples of activities in the informal sector in urban 
areas include everything from barbers, cobblers, 
carpenters, tricycle and pedicab drivers, garbage collectors 
and small shop owners, to working in restaurants, 

hotels and sweatshops (manufacturing enterprises where 
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workers are paid very low wags and work long hours 
under unhealthy conditions), in construction, in domestic 
household work or in olices as temporary help. In 

rural areas where the informal economy is even more 
important, many activities relate to agriculture, 


‘A major study by the ILO estimates that two 
billion people aged 15 and above, corresponding to 
61.2% of global employment, work in the informal 
economy” Of these two billion people, 93% are in 
iditencome and low-income developing countries 
Table 192 shows the breakdown by geographical region 


The level of informal employment is lovely linked with 
‘country's level of human development a: measured by 
the Human Development Index (HDI); Countries with 

a high level of informal employm. a lower HDI 
alue, This is because the level of sora employment ix 
treater in lower income counties, and it is alo affected by 
level of education. Inforzc employment decreases as the 
level o education increases People who have completed 
secondary or tertiary (university) education are less likely 
to bein the informal economy compared with workers 
With no education or primary level education. 


In addition, people in rural areas are nearly twice as 
likely to have informal employment compared to people 
în ban areas, 


Tie informal economy poses many problems. Clearly 
AE workers are unregistered the government loses x 
revenues. But in addition and very importantly, there 
are serious problems for the workers therselves as 
there is no worker protection, Worker: are vulnerable lo 


exploitation; environmental dangers and health hazards 
in slums with no basic services like water sanitation 

and sewerage; no access to credit for workers; limited 
possibilities for education and training; no social 
protection including pensions, and many more. 

Goal & of the Sustainable Development Goals, which is 
o Promote sustained, inclusive and sustainable economic 
growth, full and productive employment and decent work 
forall includes a target and indicator intended to tackle 
the problem of the informal economy. According to one 
of the authors of the ILO study noted above 


‘There ix an urgent need to tackle informality: For 
hundreds of millions f workers, informality means 
‘lack of social protection, rights at work and decent 
working con ditis and for enterprises i means low 
productivity ed lack of access to finance. 


"The Director f 1LO' Department of Statistics adds 


"The Migh incidence of informality in all its forms has 
nile adverse consequences for workers, enterprise. 
and vocietes and is in particu, a major challenge for 
the realisation of decent work for all and sustainable 
and inclusive development, Having managed to 
‘measure this important dimension, now meade in 

the SDG indicators framework, this can be seen as un 
excellent step towards acting on t, particulary thanks 
1o more valle comparable data from countries 


Capital flight 


Capital ight refers o the largeicile transfer of 
privately-owned financial capital (funds) to another 
Country. I should be distinguished from normal 
financial capa outflows that occur because of the 
desine of resents to diversify their holdings of foreign 
assets Instead, it results from high uncertainty and risk 
associed with holding domestic assets, and occurs 
When the residents or businesses of a country are fearful 
that their wealth or income ør livelihood (or even their 
Physical safety in extreme cases) are being threatened in 
the country of residence, They may be fearful bout the 
prospect of loss of property through confiscation, or 
sudden increases in taxation, or political instability that 
may lead to social and economie turmoil with negative 
effets on economie performance, or about anything 
‘that may lead to the osse value of the domestic 
currency, such as high rates of inflation, serious balance 
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economic development 


of payments problems serious foreign debt problems, 
and the possiblity of devaluation or depreciation of the 
domestic currency. In all these cases financial capital 
leaves the country in search of safe investments in assets 
ina safer financial, economic and political environment, 
and the domestic currency is exchanged for stable 
currencies that are not expected to lose their value. 


Capital Night can be a major problem, because it involves 
‘loss of financial capital that could have been invested 
sjounestically. Further, as it consists of the sale of the 
domestic currency (in order to purchase foreign exchange 
that leaves the country), it exerts a downward pressure on 
the value of the currency, ofen forcing governments to 
devalue or allow the currency to depreciate, When capital 
fight is prompted by fears of currency devaluation, it 
has the effect of becoming a selling prophesy: fear 
of devaluation leads to sales of the domestic currency, 
which cause the currency to be devalued or depreciated. 
Sometimes, due to the impacts of capital Night, a 
planned devaluation it carried out earlier oi larger 
than what the government had originally envisioned, 


Capital Night has played a major role in worsening the 
external debi problems of many developing countries, 
particularly during the 1980s (see the discussion on debt 
below). It involves the use of scarce foreign exchange, 
tind it is the scarcity of foreign exchange that had Jed 
riany countries to borrow increasingly. Capital ight 
therefore increases the need for external borrowing. It has 
boen estimated that in the period 1973-1987, the amount 
of capital flight in several Latin American countries 
accounted for more than half the incrsas in foreign debt 
over the same period. In Argentina 61% and in Mexico 
‘of foreign debt accumulation was due to capital 
1. In Venezuela, capita! outflows were even greater 
than foreign debt accum il tion; in other words the funds 
Towing out due to capita Might were greater than the 
funds flowing invaad due to new loans? Venezuela is 
experiencing similar problems in more recent years 


Capital Night has also played a major role in financial 
crises, In Mexico, political instability (political 
assassinations and guerilla rebellions) and lack of 
confidence in the economy led to massive sales of pasos 
(se Mexican currency), a huge drop in foreign exchange 
reserves, massive capital fight, peso devaluation, ad a 
fallin real output of Pin 1994-1995, In Russia, in the 
late 1990s, loss of confidence in the rubl (the Russian 
currency) and in the government's ahi to repay its 
debt led to fears of a ruble devaluation and lo massive 
fight from rubles into foreign currencies Interest rates 


paid by the government øn its ruble loans climbed 
o 150%, and in spite of IMF and World Bank loans 
intended io support the ruble, it was devalued in 1998, 
and lot nearly half its value in the course of a few 
‘moots In several East Asian countries, in the Inte 1990s, 
capital fight played a major role in precipitating a crisis 
‘that threatened global financial stability. 


Indebtedness 


"The beginnings of the debt problem date back to the 
oil shock of 1973-1974, when the Organization of 

the Petroleum Exporting Countries (OPEC) suddenly 
increased the price of oil. Almost overnight, oil- 
importing developing countries were faced with larger 
import expenditures due to higher oil prices and began 
o borrow to cover their deficits. By the early 1980s many 
developing covitries had amassed very high levels of 
debt and wem on the verge of bankruptcy. 


Historical background (Supplementary 
material) 
I you would like to read more about how the debt 


problem emerged and developed, you may do so in the 
digital coursebook, 


More recent developments 


The difficulties caused by high evels of debt led to. 
pressure on creditors to cancel debts of highly indebted 
countries. These initiatives wil be futher discussed in 
Chapter 20 
In 1996, the World Bank and IMF began the Heavily 
Indebted Poor Countries (HIPC) Initiative, intended. 

o provide hi relief to some highly indebted poor 
countries by cancelling a portion of their debts, Since 
"hen, 30 African countries received over S100 billion in 
debt relief, which allowed them to reduce their debt service 
costs (explained in Chapter 11) and increase spending on 
social services with significant positive effects: reduction 
ol poverty and hunger, and increased spending in primary 
education and health, with highly favourable effects on 
health indicators (reduction of infant and child mortality 
rates incidence of tuberculosis and HIV/AIDS). 


However, the debt situation of many poor countries has 
‘again deteriorated. By 2018, more than one-third of 

the countries that bad received debt relief were back oF 
nearly back at their pre-HIPC debt levels while only 4 of 
the 30 countries were at low risk. 


d Flight and the Latin American Debt Crisis, Wisshington D C 
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There are several factors behind these developments?” 


* The global financial crisis (GFC) that began in 2008 
hit many economies around the world, resulting 
in economic downturn and recession, Before this 
time, most of the countries in question had a budget 
surplus, but with the onset of the GFC the surplus 
turned into deficit, 

^ do 2014, there was a major drop in global 
commodity prices, As all the countries in question 
are commodity exporters, they suffered a prest Joss 
of export revenues resulting in even larger deficits 
You may remember that budget deficits are covered 
by borrowing, therefore the increasing deficits led 10 
the need for more borrowing. 


^ Dnterest rates in economically developed countries 
dropped to very low leveL as central banks followed 
Very casy monetary policies in order to address 
the recessions caused by the GFC, This made it 
casier for some Afnean countries to borrow from 
international endent 

^ Low level of swing and large financing needs for 

frasiricture in African countries led them 10 

borrow more in order to invest in infrastructure 
projects, China has become a major lender to 
Sub-Saharan African countries, particularly for 
\nfrastructure projects (roads, rail) having spent 
$125 billion on loans in the period 2000-2017. 

^ Poor governance (to be discussed below) ld fo an 

case in debt, 

^ Exchange rate depreciation following the 
commodity price decreases canisad the real value of 
debt to increase (sce Chapter 16). 

* dna number of countries increased borrowing led to 
more government spending rather than investment 

^ There was an increase in borrowing from private 
sources (commercial banks) which lend at market 
rates (that ue higher than World Bank and IMF 
rates or very poor countries) resulting in higher 
debt-servicing costs 

Rising debt levels are creating concerns that in some 

countries debt may be increasing to unsustainable cl, 

wita serious negative consequences for their growth 

and development prospects. The costs of high levels of 

debt were discussed in Chapter 11 (at HL). They will be 

briefly listed here. 


‘+ Debt servicing costs mean that the government has 
fewer resources for social services, infrastructure, ete 

+ Poor credit ratings mean it is increasingly dificult, 
fox governments to borrow 

+ It may be necessary to increases taxes and cut 
government spending in order to reduce the level of 
deb, which is contractionary for the economy 

‘+ There may be increased income inequality if the 
government issues bonds that are held by higher 
income people. 


^ There is lower private investment due to uncertainty 


+ Theresa possibility ofa debt trap where the 
government keeps borrowing more to pay back its 
ld debis 


There is lower economic growth due to al of the above, 


Geography and landlocked 
countries 


Adam Smith in the 18th century (see Chapter 1) observed 
that geography plays a role in the development of 
‘markets noting that transportation by sea is ess expensive 
than by land, something that remains true today in spite 
of huge advances in means of land transport 


Landlocked developing countries LLDCS) are particularly 
disadvantaged since in order to access ports for their export 
and import activities they depend on their neighbouring 
countries, with which they may sometimes have poor 
relations or which may hove poor roud infrastructure, or 
Which may face conflict and political instability. Even in the 
best of circumstances they face administrative procedures 
and high transport costs, which at times may be higher 

he output they wish to sell, These factors 
prevent tbi integration into the global grading system. 
In addition, many of these countries are overly dependent 
on sal ranpe of primary commodities (see above), 
increasing the range of challenges they face. 


‘Table 19.3 provides a list of landlocked developing 
countries. Many of these have a low share of world 
exports, very low GNI per capita and low Human 
Development Index ranks and values 

In recognition of the special problems of LLDCS, the 
{international community has adopted the "Vienna. 
Programme of Action forthe period 2014-2024" 
With the goal to assist these countries in their efforts to 
achieve the Sustainabie Development Goals (SDGs) 
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Botswana Niger Afghanistan ——— | Armenia Bolivia 
Burkina Faso Rwanda: Bhutan ‘Azerbaijan Paraguay 
Burundi South Sudan ‘Kazakhstan ‘Moldova 

Central Afican Republic [Uganda Kyrgyestan North Macedonia 

Chad. Zambia Loos 

Ecwatni Zimbabwe Mongola 

Ethiopia [Nepal 

Lesotho. [Tajikistan 

Malawi. Turkmenistan 


Mali Uzbekistan 


Table 19,3: Landlocked developing countries 


A 7 jc healthcare facilities and medications and poor health 
Tropical climates and endemic “ition non of ie diacuni av mete counties 


diseases are either preventable or treatable. 


the informal economy 


iml 
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capital fight 
While there are obviously climate differences irom co s » 
to country, on the whole most developed countries have 
temperate climates while almost ll developing counties 
Fave wopical and subtropical ch mats This is combler vo 
be a actor that hs contrib to the diferent development tropical climates and endemic diseases. 
Patterns of developed and developing counties, 2 
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Weak institutional framework 


The World Bank defines institutions as the rules, 
organisutions and social norms that facilitate co- 
ordination of human action’ There are many 
economic, legal and social institutions that influence 
economic growth, In many economically less developed 
countries, there isa need to develop initi tions relating 
to property rights laws and regulations that define 
ights to ownership. use and transfe of property); a 
well-functioning legal system that provides effective 
enforcement of laws, contracts and mechanisms for 
setting conflicts: an efliciont fair and transparent tax 
system; banking and credi institutions that provide 
effective links between savers and investors, and broad. 
access by the population (including the poor) to credit 
institutions that protect apainst corruption; and more. 
Many developing countries are making great efforts to 
build institutions since a market system cannot function 
well without well-developed institutions such as these. 


Legal framework and access to justice 


A well-functioning legal system is very important 
to growth and development, This include» equal 


access to justice for all, including vulnerable groups 
According to the United Nations Declaration of the 
High-level Meeting on the Rule of Law, member states 
have covamitted themselves to take all necessary 

steps to provide fr, transparent, effective, non- 
discriminatory and accountable service that promote 
access to justice forall’. Access to justice is necessary. 
to eliminate poverty, as poverty is oen the result of 
disempowerment, exclusion and discrimination. 


In onder to have equal acces to justice fr all, it is 
necessary to have the appropriate institutions in place 
‘that provide a legal framework for the proper functioning 
of the economy, including effective tax collection systems 
and protection of property rights (se below) as well 
effective ability to resolve disputes 


Ineffective taxation structures 


Governments need revenues to be able to make 
invertinents in human capital, provide infrastructure, 

and undertake activities required for growth and. 
‘development (and other) purposes. Government revenues 
generally arise from taxation, Yet developing countries 
often have inadequate taxation institutions and tax 
structures resulting in low levels of revenues, often with 
negative impacts on equity and resource allocatio 


Developing country tax systems typically display the 
following features: 


“+ high dependence on indirect taxation (see 
Section 12.5, Chapter 12) 

‘+ inefficient and highly bureaucratic tax systems 

‘+ weak tax collection systems, often marked by a 
significant level of corruption 

* concentration of political and economic power 
in wealthy groups, enabling them to influence 
government tax policy so as to minimise their 
Tax burden, 


We will now examine the impacts of these 
characteristics on: 

^ levels of revenues 

+ equity 

^ resource allocation, 


1 The Ward Bank 2003) World Development Report 203: Sustainable Development ina Dynanic Ward Transforming Istivtona, 
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Low levels of revenues. 


International comparstive studies show that the lower 
the GDP per capita of a country the lower the tax 
revenues as a share of GDP; the higher the level of GDP 
per capita, the higher the tax revenues as a share of 
GDP. While it is true that poor countries do not have the 
capacity io generate as much tax revenue as a share of 
GDP as rich countries (due to low levels of income for 
substantial portions of Ihe population, which mean that 
most of income must go to satisfy consumption needs), 
there are also indications that ray revenues are font on 
account of several factors 


^ corruption in tax collection, involving paying tax 
collectors bribes to lower the amount of tax paid 


‘+ ineficiencies in tax collection, involving complicated 
bureaucratic procedures urd complex tax legislation, 
hat result in waste of resources and also create. 
significant opportunites or tax evasion (avoidance 
of tax payment) 

^ ax exemptions and privileges of wealthy people 
and lcge firms, made possible by their economic 
tnd polical power and influence on government. 
policy, or by govemment efforts to promote 
portieular private sector activities," which are often 
Exploited to the extreme with the result that thene 
are significant losses of tax revenues 

^ low property tax rates; property taxes cond bea. 
significant source of tax revenues in sony countries, 
however property tax rates tend to be much lower in 

compared io developed ones 

Property taxes quite obviowsly tax the relatively 

Wealthier groups, who are the owners of property 

The problem is particuisuly acute in countries where 

the distribution of land ownership is highly unequal 

(for example in Latin America), where because 

‘of the politica! snd economie power of wealthy 

landowners, governments hesitate to increase tax 

rates or to enforce payment of taxes 


+ the political and economic power of elites influence 
government tax policies generally (not only in 
connection with property taxes), in order to 
iminimise their tax burden: wealthy, elite groups 
can afford to purchase privately many menit woods 
(health services, education, ete.) and usally already 
huve acces to the limited levels of infrastructure 
made available by the government, as these groups 


are the frs to benefit from the provision of publicly 
provided services (clean water supplies, sewerage 
systems, communications, etc), Therefore they tend 
o be far less concerned about payment of taxes 
for the purpose of enabling the government to 
‘undertake investments in services that will benefit 
the poor. Since higher income groups have a far 
greater ability to pay taxes than lower income 
groups, a low tax burden on the rich translates into 
Very significant losses of tax revenues. 

Lower levels of tax revenues mean that the government 

as fewer revenues with which it can undertake necessary 

investments in essential services (education, healthcare, 

water supplies, sanitation, irrigation, road systems, el.) 


Inequities in tex systems 


Taxation systems in less developed countries are often 
inequitable; reasons include the following: 


‘+ They are not particularly progresive, and may even. 
he regressive lower income people pay a higher 
proportion of income in taxes than higher income 
people); reasons for the lack of progressvity are that 
+ developing country tax systems typically rely 
Tar more on indirect rather than direct taxes, 
including tarifs as compared with more. 
developed countries, because these kinds of. 
taxes are much easier to collect 

^ dothe extent that tax systems rely on direct 
taxes, these are not always very progressive 


# The factors noted earlier, including tax evasi 
tax concessions and privileges for higher income 
groups, anl low property taxes, mean that very high 
income groups end up paying far less overall taxes 
in relation to their income than medium and lower. 
income groups, thereby making the tax system even 
more regressive. 

Tnequities in the tax system accentuate income 

inequalities: there is limited redistribution from higher 

income to lower income groups, 


Negative impacts on resource allocation 
Al tax systems huve impacts on resource allocation 

by changing relative prices and incentive structures A 
‘ell-designed ax system tries to be as neutral as powible 
With respect to its mpi on resource allocation 
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In developing countries, taxes often affect the allocation 
of resources in ways tha: are far from neutral, and result 
in worsening, or ‘distorting’ the allocation of resources. 
Some examples of poorly designed tax policies with 
distorting effects include the following: 


^ many firmas or sectors benefit from a variety of tax 
advantages, such as lower tax rates, which derive 
from government interests in promoting particular 
sectors or because politicians favor allies and 
Supporters; state enterprises often pay litle or no 
taxat all 

^ medium-sized firms tend to be penalised by having 
to shoulder a higher tax burden: this occurs because 
large firms can more easily evad taxes through 
loopholes and tax advantages 

‘tax advantages enjoyed by older firms that are well 
connected with politicians act as a disincentive for 
new firms trying to entes a market and start up a 
new business 

‘+ imports of capital goods are often eyempted from 
import taf; this produces an artificially lower 
price for capital goods and promotes the use of 
Sapitalntensive technologies. 


These factors cont i patterns af reso 
ollscation that are not in society's best interests, When 
resources are misallocated (or poorly allocated), the 
Whal/bow much to produce" and the "how to produce’ 
questions of economies are not being answered in 

the best posible way; societies are worse of because 
the ‘wrong’ combinations of goods and services end 

up being produced, and the wrong combinations of 
resources are used for production (such as use of capital 
intensive technologies). 


Banking 


Banking services and access to credit are very important 
to economie growth and development, They provide 

the link between savers and investors, making funds 
saved by savers available to borrowers who wish to make 
invesiments If funds of savers could not be borrowed by 
inyesiors, people would have to rely on individual swings 
for investment, and these would hardly be enough to 
finance the needed levels of new capital formation, 


Importance of banking for growth 
and development 


Banking and credit institutions contribute to growth and 
development in the fllowing ways: 


* They providean incentive for people to save, 
because they offer a return (in the form of interest) 
on civings The greater the savings in an economy, 
‘the greater are the funds available to be invested 


+ They provide businesses and farmers with credit to 
open, run and expand their businesses and farms, 
Increased borrowing permits greater investment, 
resting in increased output and therefore growth. 

‘+ They provide consumers with credit that can be 
used for investments in human capital (education 
for their children as well as essential medical 
care), increasing the productivity of labour and. 
contributing to growth and development. 


1+ Access to credit is very important for poverty 
alleviation because poor people are least able to save 
‘any part of their income, since they are forced to 
spend mest of it on essentials (such as in the poverty 
cycle), Making credit available to very low-income 
earners can therefore allow them to make necessary. 
itvestments in physical, human and natural capital, 
ean also contribute to improving the distribution 
of income as the investments that credit makes 
possible increase the incomes of the poor and allow 
them to participate in economic growth. 


Yet the commercial banking system in developing 
countries is not well developed, The total amount of 
funds in bunk deposits on average is about 15% of 

national income, compared to 30% or more in developed 
‘countries. The number of banks and their branches in 
‘elation to the population m developing countries i fa 
smaller than in developed ones so that businesses and 
consumers may not have easy access to banking services. 


Also, there s i igh degree of public sector ownership of 
commercia banks (in contrast to mostly private sector 
ownership in more developed countries). High public 

sector ovnership has historically been justified on the 
sounds that this allows governments to guide bank 
Tending and resource allocation to highly productive 
investments, However, the evidence suggests that 

public ownership of banks leads tø lower levels of 
ficiency less borrowing and saving. highly bureaucratic 
procedures that discourage private investment through 
borrowing, less competition and lower productivity. 


Exclusion of the poor from access 
to credit 

Commercial banks in developing countries often cater 

to larger wealthier borrowers, bypassing the medium- 
siesd and especily small borrowers Many commercial 
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banks are overseas branches of large multinational 
banks that are more interested in providing loans to 
‘multinational corporavons or large domestic firms Even. 
domestic banks, often under government direction, prefer 
borrowers in manufacturing who are considered to be 
more creditworthy and who are believed to be the driving 
force of industralisation. Sometimes bank lending is 
influenced by political interests and the power of local 
elites with large control over the busines and financial 
sectors Furthermore, commercial banks are interested in 
ane loans that are safe, secured with collateral ox some 
form of wealth, Poor and small-scale producers, farmers 
and traders need very small loans, and very often lack. 
collateral to secure their loans. Therefore, ick of wealth 
typically means lack of access to exe 


‘The result is that the overwhelming majority of people 
in developing countries are orosd to rely on informal 
(llega) sources of credit consisting of moneylenders, 
alo known as loan sharks’, who charge very high 
interest rates; pawnbrckers who lend amounts far smaller 
than the value of ihe article that has been pawned; and 
friends and ny, from whom the supply of loanable 
funds i irregular or insufficient It is estimated that 
almost three billion poor people do not have access to 
basie nancial services that are essential to managing 
their ivex ® 


Lack of acces to credit by the poor and by smali- and 
"medium-sized farms and enterprises is therefore a major. 
deterrent to growth and broad-based development. 


Property rights and land rights? 


Property rights 
Property rights refer to tbe laws and regulations 


that define rights to ovaenihip, use and transfer of 
property. A markt economy needs secure property 
rights to eliminate uncertainty and risk associated with 
undertaking investments relating to the property, It 

is risky to buld a factory, or make improvements on 

a farm. if these are located on a piece of land whose 
ownership has not been legally secured. It has been: 
‘observed in studies covering a broad range of countries 
that the more secure the property rights the faster the 
economic growth, Secure property rights inve titling, 


whereby the ower of a property received a title, which is 


egal evidence of ownership. 


Investment and access to cre 


‘An important impact of secure property rights is on 
investment, which is riskier and therefore less likely to 
be undertaken when property rights are not secure. For 
example, in a number of eastern European transition 
economies (i.e. making a transition from central 
planning under communism to a market orientation), 
entrepreneurs who bad secured their property rights 
reinvested 14-40% more of their profits in their 
businesses than those who had not 


When property rights hove been legally secured, there is 
improved access o credit because the borrower ean prove 
ownership of a property that can be used as collateral 
(or wealth) a the absence of a legal title to the property, 
"he ender tsuch as commercial bank) considers the 
Joan riskier, because of the uncertain ownership of 
property used as collateral, and will be less likely to 

‘offer the loan, The less secure the property rights, the. 
Tower the access to credit, the worse the terms (i. 

‘the higher the rate of interest), and so the fewer the 
investment financed by credit 


Land rights 


Lund rights refer to the rights and rules to possess, 
occupy and we land. Land rights are not necessarily the 
Same a property rights bed on tiling. In developing 
Countries, land rights sie often regulated by custom or 

by communal ownership, which do not involve titles, The 
term fand here reles to natural resources including the 
land il, rc, minerals, patur, water. Land is an 
extremely inportant resource and probably the most 
important asset (or orm of wealth) for the poor Itis 
alio the basis of much of economic activity asit plays a 
role in agricultural production, provides work for most 
of the rural population, enables people to get credit, 

find is source of livelihood for the billions of the rural 
population of developing countries 

Yet only 30% ofthe worlds population has legally 
registered rights to thcir lund and home." At the same 
time, more than 2.5 bilion people depend on community 
lands fr their survival. These lands covering more than 


M Corsuatie Group to Assist he Poar (CGAP) nmap arg) 
7? Land ight sre a syllabus term in Chopter 20 

World Development Report 205, 
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50% oF the world's surface are held, used or managed 
collectively. In Africa, 90% of rural lands have no 
documentation" 


In the 1990s, Hernando de Soto, a Peruvian economist, 
argued that weal or non-existent property rights were 
responsible for the failure of developing countries to grow. 
He therefore recommended the establishment of property 
rights including land registration and titling as à key 
strategy for economic development. Reasons why secare 
property rights would lead to growth included security 

for investments, better access to credit, developnicnt of 
eflicient markets for buying and selling property, increases 
in tax revenues and increased foreign investment, 


‘This thinking wasin line with the market-based 
supply-side policies that were being advocated at 

the time, focusing on the development of markets 
(see Chapter 13). The World Bank together with 

aid organisations embarked on the process of land 
titling in many countries, often aimed at privatising 
land ownership and developing markets for land. Yet 
subsequent experience showed that whereas these 
ideas may apply to urban and other properties, there 
are serious doubts over their applicability to land, 
particularly agricultural land in developing countries 


Property rights as a western concept 
with limited applicability to land in 
developing countries 


2005, a special commission partly chaired by 
Hernando de Soto investigated the results of titling. Is 
conclusions, published in 2008, noted that “the benefits 
of titling schemes had been evasgerated and that it 
may be inappropriate to spy transplant the western 
concept of property righis into the legal systems of 
developing countess.” 


Some reasons why land titling did not work as expected 
tre the following: 


^ Tiles were often captured by elites who could pay 
higher prices 

* Once titles are established taxes may be imposed: 
if the poor cannot pay them they are force 19 sell 
their property or land, 


^ IF the poor borrow using the land as collateral and 
are unuble to pay the loan for example due to a poor 
harvest they will lose the and to the lender, 

‘+ Au temporary economic hardship such as a poor 
harvest or a drop in commodity prices may force the 
poor the sell the land. 

4+ Titing increases the market value of land making it 
less affordable to the poor. 


In all these eases the poor find themselves landless 
Titling schemes therefore often led to increased 
inequalities. Instead of increased security fr the rural 
poor they often led to less security and impoverishment 


"The commission recognised thatthe vast majority of 
the world’s poor live in the informal economy, thus 

not benefitting from a legal order. Moreover, titling 
programmes neglected forms of tenure based on custom 
and collective sights which ‘could be highly legitimate and 
fective in guaranteeing security of tenure" * Therefore 


"To ensure protection and inclusion of the poorest a 
broad runge of policy measures should be considered. 
These include formal recognition, adequate 
representation, an integration of a variety of forms 
vof land tenure sch us customary rights, indigenous 
‘peoples rights, group rights and certificates..." 


‘These rights go far beyond the simple property rights of 
titling and willbe considered in Chapter 20, 


The problem of land grabs. 


For years inadequate ov tasecure land rights led to the 
problem of land ral many developing countries, 
especially in sub-Saharan Africa, involving the buying. 
or leasing of large pieces of land by individuals, large 
companies ot multinational corporations. This process 
intensities! in 2008-2009 when high food price volatility 
encouraged the development of large-scale agriculture 
and land acquisitions for this purpose, and continues to 
this day. The land that is taken over from a legal point of 
‘view is either public or state land or land that s used by 
custom or communally. 


"The result of such practices is the risk of eviction and 


displacement of millions of poor farmers. In addition, 
it contributes to decreased food security as large farms 


apaetiodum orgen- indiganous-andhcomnunitplandrighta-mataraveryone 


rà 
p ——— 


CLEP High-Level Commision an the Legal Empowerment af the Poor [2000 Final raut, New York United Natione 


see) 


Copyright Material - Review Only - Not for Redistribution 


19 Barriers to economic growth a 


‘economic development. 


often produce commodities for export, rather than food. 
products produced by stl farmers 

The World Bank (sce Chapter 20) has contributed to this 
process by encouraging the privatisation and takeover 
Of land by large sgribusiness firms that continue to 
dispossess small farmers and undermine food security 


4 Identify the key institutional weakness 
‘of many developing countries that w 
discussed in this section and exarnine their 
implications for the ability of those countries 


to grow and develop. 


Select a developing country of your choice. 
Examine the extent te which this country is 
affected you identified in question 1 


Gender inequality 


The problem of gender inequalities 


Many development countries face serious gender 
inerat, or inequalities between women and mes, 
‘nad girls and boys, These relate to control of resources 
and access to opportunities, and are the result of 
discrimination against girls and women, with profound 
consequences for growth and developmsnt 


Gender inequalities result in serious deprivations and 
limited access of women and girts to social, economic 
and political opportunities compared with men and boys, 
Eliminating the deprivations and creating conditions or 
equality of opportunities is called empowerment. The. 
empowerment of women is very important in economic 
development, becuvsc not only does it improve the well 
being of girls and women affected, but it also gives rise 
to major external benefits that spill over into other areas 
influencing growth and development. 


Gender inequalities in health 
and education 
In education, girls do not always have the same 


opportunities as boys, particularly in low-income families 
where resources are insuficient to educate all children 


equally. Morsover, cultural factors further dictate that a 
girl% education is not as important as a boy's, since girls 
are oftex not intended to seek work in the labour market 
on caching adulthood. In some societies, educated 
are ess marriageable. 


"Table 19.4 provides data on thee indicators showing 
gender inequalities in education: adult literacy, mean 
years of schooling (for people aged 25 years and older), 
and expected years of schooling (for a child of school- 
entrance age), The countries are listed in order of 

decreasing GNI per capitu (USS PPP) (shown in the 
Tast column), With the exception of Colombia, in all 
"he countries shown, adult female literacy is lower than 
adult male literacy. The daia on mean years of schooling 
indicate that in most countries girls receive fewer years of 
schooling than boys Colombia i an exception bere too 
‘aswell as Armenia where the mean years are the same 
for girls and boys, 


Interestingly, the data on expected years of schooling 
present a different picture for the countries in the upper 
hali of the table, where expected years of schooling is 
eater for girls than for boys This suggests that over 
time, the gender disparities in literacy in these count 
Will diminish: the girls who are in school today will 
become part of the literate population in the future. 
However, this applies to countries with a relatively higher 
GNI per capita, suggesting that in countries with lower 
incomes gender equality in education will not be realised 
in the foreseeable future, 


Gender inequalities in the 
labour markat 


Lower levels of education and skills place women at 
a gpreatdisiivantae relative to men, as they do not 
have qualifications to take on jobs requiring skills 

Even if à woman has the same level of skills as a man, 
disccimination prevents her from securing a high-level 
job. Women in low income countries are more likely to 
"work in the informal economy, which means that apart 
from receiving lower incomes, they cannot receive the 
benefits offered to workers in the formal sector (job 
security. legal protection of workers rights, pensions, 
ete.) and are subject to the exploitation that often 
accompanies work in an unregulated labour market. 
Further, women are far more likely than men to have 
unpaid responsibilities (child-rearing. household chores, 
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Source: GNI per capita USE PPP World Bank, World Development indicators 
Literacy rates CIA The Word Factbook 

Mean year of schooling and expected ye 
Development Report 2018 


‘oF schooling United Nations Developmant Programme, Human 


Table 19.4: Gendar ineavalties in education 


and subsistence farmin 


« cultivating food for the between the sexes in inheritance rights, these avs are 


Family, not før sale in the market, whieh is usually oñen not enforced. The same countries usually also 
performed by women), restrict the rights of women to own property Land is 
‘overwhelmingly owned by men, even in societies where 
Gender inequalities in inheritance agricultural work is mainly the responsibility of women. 
rights and property rights Gender inequalities in access to credit 
In many developing countries inheritance rights and Pipina 
property rights are passed mainly to men. Whereas al alote tn piblen ot erat tek pope) 
many countries have passed laws ensuring equality Tights means that women have litle if anything they can 
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The problem of ‘missing women’ 
Whereas the ratio of women to men in France, the 
United Kingdom and the United States is greater than 
1.05, in sorne less developed countries it is much 
lower: 0.95 in Egypt, 0.94 in Bangladesh, China and 
Wes! Asia, 0.93 in India and 0.90 in Pakistan. A rato 
‘of women to men of 1.05 means that there arc 105 
women for every 100 men. The main reason for this 

is biological: women have higher survival rates than 
men. A ratio of 0.90 means that there are 90 women 
{or every 100 men. Based on these figures, it is easy 
to calculate how many more women these countries 
should have had if they had had the same ratio 

of women to men as in developed countries. The 
shortfall in the number of women is known as tho. 
problem of ‘missing woman’, Le. they are ‘missing’ 
due to unnecessary deaths. More than two decades ago it was estimated that there are more than 50 
million women missing in China alone, and many more than 100 million missing in Asia and North Africa. 
More recent data estimate 45 milion missing women for Indla alone, where the ratio between women and 
men has buan worsening in several states in recent years © 


Figure 19.6: India. Mosi women perform a folkdance 
protesting against female infanticide dedicated tothe 
‘goddess Durga ana the empowerment of women and gis 


According to recent forecasts of missing women, these are expected to reach 150 million by 2035, It is 
‘expected that newly missing women will be over three million a year every year until 2050." 

Tho most important reason for missing women has been higher female infant and child mortality (deaths) 
due to less health care and poorer nutrition af girls compared to boys in families where thore is not enough 
income to cover the needs of all the children, Another reason which is increasingly growing in importance 
arises from prenatal (prior to birth) sex selection which occurs when female foetuses are aborted, 

The authors of the study of Indi 


missing women problem, Ind 
policies that favour men. 


missing women“ take their argument further, noting that due to the 
* voting population is significantly reduced, resulting in a gender bias in 


‘Since politicians respend to the preferences of the existing electorate, the danger is that electoral 
competition will «ire that they end up choosing policies in favour of their average voters who 
happen to be male 

True politica! representation of women cannot be ensure! unless preferences of women get significant 
attention, The adverse sex ratio of the Indian electorate makes it impossible for women's welfare to 
feaiure in political agendas and policymaking.” 


Applying your skills 
Selecta country you are interested in and research the problem of missing women, How many women ate 

imated to be missing? Are the numbers increasing or decreasing over time? Does the government have 
any policies in place to prevent this from continuing? What policies would you recommend? 


^ Amartya Sen (1999) Development as Freel, Oxford University Press, 
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use as collateral. Moreover, ieir low earning power makes 
‘hem fr less attractive candidates to receive credit from 
the point of view of credit institutions (banks). 


Gender inequalities in income, 
wealth and poverty 


A numberof factors combine to ensure that women's 
incomes are on average substantially lower than mess 
Tower levels of education and skills, discrimination against 
women in the labour market so that women are paid less 
for the same work, and women's work in the formal 
sector. Moreover, lack of inheritance and property rights 
of women ensures that most wealth (uci as land and 
other assets) is concentrated in the bands of men, 


"These factors contribute to making women among the 
poorest parts of the population sn many developing 
countries. Poverty among wowen is particularly 
pronounced when worieo are beads of households 

{Ge thene is no man in the household earning an income; 
because of their very low earning potential, female-headed 
households ane located in the poorest regions, with limited 
or no acces to sanitation, clean water, health services, cte, 


Identify some of the key areas of gendo 


some external benefits of 
women's empowerment 


b Use an externality d 
positive consumption ext 
‘education and health care for women 
are a type oi markat failure. 


< Identify government peli 
help correct this market fail 


3 Explain why Amartya Sen elsewhere refers 
to women as ‘active agents of change’ 


Inappropriate governance 


According to a World Bank report, governance is ‘the 
process through which state and nonstate actors interact 
o design and implement policies within a given set of 
{formal and informal rules that shape and are shaped by 
power, This report defines power as the ability of groups 
cand individuals to make others actin the interest of those 
groups and individuals to bring about specific outcomes * 


‘Governance is not about what is done for economic 

growth and development, but rather how it is done. It 

îs about the elfeetiveness of government, but also it 

involves the relations between government and society, 

and how they interact to make decisions. According 10 

researchers on this topic, good governance consists of 

six principles“ 

* Participation - the extent to which the stakeholders 
affectet by policies are involved in making decisions 
‘and ia the implementation of decisions, 

the extent to which rules apply to 

jone in society equally. 


^ Decency the extent to which the formation and 
implementation of rules does not harm or humiliate 
anyone, 

+ Accountability - the extent to which political figures 
and decision-makers are responsible to society for 


the actions a 


their statements 
‘+ Transparency ~ the extent to which decisions made 
by government are clear and open, 


^ Kfliceney - the extent to which scarce resources are 
‘used without waste, delays or corruption 


Good governance is important because according 
To studies making cross-country comparisons, better 
governance is related to more investment and greater 
‘cose growth. The ellectiveness of government, the 
ficiency of bureaucracy and rule of av are positively 
related fo economie performance and adult literacy, and. 
negatively related to infant mortality. 


In view of the above, the lack of effective governance in 


many developing countries sa major barrier to growth 
and development. 


Warid Bark World Development Kaperi 2017 


M Goran Hyden, ul Court and Meas, Kenneth 2004) Making sente of govemance: emprical evidence fom 16 developing counties 


Overseas Development hainute 
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Corruption 


The World Bank defines corruption as "he abuse of 
public office for private gain’. Corruption can take 
many forms, including bribery, patronage, construction. 
kickbacks, procurement fraud, extortion, false 
certification, cronyism, nepotism and embezzlement, 

It occurs everywhere in the world, but is especially 
pronounced in countries where the legal system, mass 
Telia and the system of public administration are weak 
cand underdeveloped, conditions which tend to be more 
prominent in less developed countries 


The scope of corruption is vast. In 2018, the United 
Nations estimated that the global cost of corruption 
is at least USS2.6 trillion per yeu, corresponding to $% 
of global gross domestic product." More than 

USSI tilion is spent on bribes alone; this figure 
includes international flow’ of bribes, mainly involving 
‘multinational corpora ions. 


Corruption around the word is monitored by 
‘Transparency International (TD, which is an 
organisation that measures levels of corruption and 
transparency, Using public opinion surveys that gauge 
respondents’ views on the degree of corruption in their 
couniry, TI compiles an index annually, the Corruption 
Perceptions Index, which ranks more than 150 countries 
‘nthe basis of perceived levels of corruption. 


Corruption is increasingly recognised as a major barrier 
To growth and development; it is well docornented that 

her levels of corruption are found in countries with 
low per cupit incomes and low raies of growth, As in 
the case of political instability, the causality runs in both. 

ection: high levels of corruption are associated with 
lower investment and gro, which in turn perpetuate 
the conditions that underlie corruption. 


Why is corruption associated with lower growth and 
poorer development performance? We can distinguish 
the following factors 


corruption, in the form of a payment made to 
obtain something, is like a tax, which in effect 
makes private investments more costly, thereby 
reducing the overall level of investment, and 
lowering the rate of growth 

bribes often have to be paid in order to obtain 
basie services (such as bribes to teachers and health 
Workers); when this happens they work like a 
regressive tax, because lower income people must. 
pay proportionately more than higher income 
people in order to obtain the service (i.e, the bribe is 
‘higher faction of their total income] the result is 
To deprive the poor of basic social services, thereby 
going clearly against development objectives 

unlike tax funds hat are paid to the government 
‘and that becom: available for use in socially 
desirable activities, bribes go into the pockets 

of public servants and politicians, and are not 
avatlube to the government for the provision of 
‘cia services; moreover corruption that takes the 
form of bribes for tax evasion further deprives the 
government sector of resources that would have 
‘been avilable for investments in education, health 
‘and infrastructure 


corruption can result in misallocation of resources. 
as government officials may accept bribes to pursue 
uneconomic projets (such as dams and power 
plants), while neglecting investments in busie social 
Services (health care facilities, education, sanita 
clean water, ete.) 

corruption prevents the operation of competitive 
markets, because t restricts the entry of new firms 
hat must pay bribes to begin operations: this is 
another factor hindering private investment 
corruption reduces hopes for environmental 
‘sustainability as government oficials accept bribes 
in onder to bypass environmental regulations, 
authorise the abuse and destruction of natural 
resources or finance environmentally unsound 
projects 

corruption damages the people trust in the state, 
its institutions and leadership, and encourages 
contempt for the rule of la 
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Unequal poli 
and status 


cal power 


Political power 


Countries differ in the type of political system they have. 
A political system is set of legal institutions that define 
how a vovernment is structured and functions There is u 
very broad variety in types of political systems including 
monarchies, democracies, republics, oligarchies, ud. 
others, with varying forms of legal, constitutional and 
organisational arrangements, 


Whatever the type of political system, what is 
important is a country’s political structure, involving the 
relationships between various groups within a society 
tnd the degree of political power they control. Elite 
groups within a society, Whether these are landowners, 
industrialists or bankers, may influence the kinds of 
growth and development policies that ean be pursued, 
and these differ rowdiy among developing countries. 
‘Any group that has disproportionately great political 
power also has the corresponding ability to influence the 
government coward making decisions that favour its own 
interests rather than the interests of the economy or the 
interests of disempowered, vulnerable excluded groupa 
Whose interests are underrepresented, 


n genera, it is dificult to carry out a development 
programme without the support of political elites This 
poses difficulties for governments undertaking policies 
that might threaten the interests of the tes. 


Social class and status 


All societies have some type of social stratification, 
Which consists of an arrangement of the population in 
layers (or strata) on tz basis of an unequal distribution 
of income, wealth, power and prestige. The top layer 
has the most income, wealth, power and prestige, while 
the bottom layer has the least. Class and caste systems 
are two very important ways that social stratification is 
achieved. An important dilference between class and 
caste is the degree of social mobility, or the posibility of 
rucviog from one social layer to another. 


n a caste system, an individual's social position is 
determined by birth, and cannot be changed. The 


most well-knows caste system is that in India, where 
discrimination based on caste still persists though iis 
illegal, Caste systems may be based on religion (such as 
Hiusduism in the case of India's caste system) or on race 
(such as skin colour in cast systems imposed in Africa by 
European colonisers, where white skin was the superior 
caste), or on ethnic factors 


In a elass system, by contrast, an individual's social 
position is determined by factors over which there is 
some control (education, income, type of work], A 
caste system is clearly more harmful to growth and 
development, as it predetermines an individual's lot 

in life, however rigid class systems can have similar. 
impacts, Both are associated with the exercise of 
prejudice and discrimination, with the upper classes or 
castes discriminating against the lower ones Moreover, 
in caste or rigid and highly hierarchical class systems, 
the top caste oz class often uses its power to prevent the 
Tower castes or casses from attaining social mobility 
und moving out of their disadvantaged social and 
cconomie positions. 


Racial and ethnic issues 


Racial and ethnic ties form very st 
the people who are members of parti 
ethnic social groups, Race refers to people who have 
been prouped together on the basis of certain physical 
characteristics (uch as skin colour). Ethnicity refers to 
people who share common cultural characteristics (such. 
us language, dress, food, values, place of origin), and 
who share a common calcul identity. Sometimes ruce 
and ethnicity coincide (for example, African-American 
und Japanese-A means) Race and ethnicity sometimes 
ead to the exercise of prejudice and discrimination as 
Well as intoiccance, and at times result in social tensions 
and violent conflict 


Political stability 


Political stability refers to stable government and ite 
ability to withstand forcible removal from power. 
Countries dier enormously with respect to their degree 
of political stability, The presence of political stability 

is associated with higher rates of growth and improved 
development outcomes for the following reasons." 


9 Although plc stabilty a not ess quilts rutin monitored fcr courte around the wl by eternal organisations 
(auch athe World Ban by uae cf errare Pat ream people perceptions of the eed that the goverment in power 
‘auld be overthrown or dostaiied by vert nr uneonsthaonal masra, Examples ci some of es ella icd c var reuton, 
‘mensions ternal conficta, enc tre, demertratona ih, ila nuency of electors goverment cas, majer orate 
‘Ganges caine changes regis terior, d cers The ner he Melinda ie zovamment cold be brought down, The grantar 
‘he perceived plea tb 
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19. Barriers to economic growth and economic development. 


^ Astáble government is secessary for effective 
government decision-making and for implementing 
‘economic and other policies that have continuity over 
some years, icing a stable economic environment, 

‘+ Political instability creates an environment of 
uncertainty related to economic policy property 
rights, possi y 
rules, all of which make both domestic 
‘vestments far riskier, thereby reducing investmems 

* Political instability often leads to an outflow of 
financial capital as people seck safety for th 
financial assets (capital flight), depriving the country 
of its scarce financial resources and contributing to 
balance of payments deficits. 

‘+ Political instability increases vulnerability to hunger. 
and famine, as it deprives governments of the 
capacity to provide relief, while resources are diverted 
to military or police activities The 1984-1985 
famine in Ethiopia resulting in over one million 
deaths (with another seven million people severely 
affected) was caused as much by political instability. 
internal war and violence as by drought, According 
tothe World Bank, the most important cause of 
famine in developing countries is not poverty or low 

wriculturl output, but military conflict. 


you 


1 Some consi 
though the project has its erties, R 
technology? Why ar why not? 


2 Res 


‘of income ane another country where this has worsened. Idontify the factors responsi 
increased ond decreased equality in distribution. 

3 Section Low levels of human capita lists many barriers to education and good health. Rex 
‘of your choice and identify barriers that country faces. Find facts and statisties to support the existence 
‘of the barriers you identify. Share your findings with a elassmat 

4 Research a developing county of your choice that faces g 
factors (schooling, health, property ovmarship, etc). For that particular country, suggest reasons why 
these inequalities exist and assess tha current trends and possiblities in the future for women to close 


the inequality gap, 


ict on your learning and enhance your understanding of key 

topics in this chapter. They are suggestions for inquiries that you can undertake on your own or in groups 

in order to revise the learning chyectives of this chapter. 

the One Laptop per Child non-profit initiative an example of ‘appropriate technology’ 
rch the OLPC. Do you belie 


ch and find a developing country that has experienced an improvement in its distribution 


“There is a close relationship between political instability 
and levels of income: in general, low levels of income 
per capito are associated with higher levels of political 
instabitity. The causality (cause and effect) runs in both 


directions political instability is a cause of low incomes 
because it gives rise to low economic growth: and low 
incomes are a cause of political instability because they 
ead to widespread dissatisfaction and frustration with 
economic conditions for which the government is held 
responsible 


Explain why each of the following is a 
barrier to developing countries! efforts to 
grow and develop: 


a gonder inequalities 
b inappropriate governance 
© coruption 

d political power and status 


(optional political instability, 


T 


example of appropriate 


forthe 


eh a country 


and listen to their research too, 


nder inequalities with regard to a variety of 
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mad in microeconomics, macroeconomics and intemational economics, 


1d policies governments can use to encourage economic growth and 
in their county? 


ind policies be more appropriate for developing countries, and others more 


jes that developing 
nt. Wherever 


ticular Sustainable is (SDGs) that 
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20 Strategies to promote economic growth and economic development. 


20.1 International 
trade strategies 


Import substitution 


nypout substitution, also known as import barining 
ndviralisaton, is à growth and trade strategy where 

^ country begins to manufacture simple consumer 

goods for the domestic market to promote its domestic 
industry (for example, shoes, textiles, beverages electrical 
appliances et.) Import substitution depends on. 
protective measures (tarifli, quotas, ^e) preventing the 
entry of imports that compete with, domestic producers 


Many Latin American countries adopted these policies 
from the 1930s onward, By the 1950s and 1960s, most 
developing countries around the world were pursuing 
industrialisation based on import substitution. IL was 
attractive because most currently developed countries had 
‘wed import-substtuting policies in the initial phases of 
their industralsation. The theoretical justification was 
provided by the infant industry argument recommending 
the use of trade barriers to protect ‘infant’ domestic firms 
against competition from imports (see Chapter 15) 


import-substitution policies and 
consequences 

Import substitution policies had the foowing common 
characteristics and consequences: 


^ High levels of protection of domestic firms, 
inefficiency and resource misallocation. Protection 


took mein the form of tariis quotas and import 

licences The resulting lack of competition led to 

high costs and inefficiency in private and public 

sector industries, resource misallocation and high 

prices for consumer goods. 

‘Overvalued exchange rates, Many countries 

‘overvalued their exchange rates (set them at a higher 

level than the free market level) reducing the price 

of imports and increasing the price of exports (see 

Chapter 16), The objective was to allow firms to 

import capital inputs more cheaply; however it 

two negative effects: 

* Chap capital imports led to capital- 
intensive production methods (inappropriate 
technologie), unemployment and growth of 
the informal economy in urban arcas 

Mt made agricultural exports more expensive, 
‘worsening rural poverty. 

‘Tow rich government intervention in the economy. 

Most import-substituting countries relied 

heavily on industrial policies interventionist. 

supply-side policies; ee Chapter 13), with strong. 

intervention in the form of protective trade barriers, 

‘overvalued exchange rates, subsidised credit, tax 

allowances, production subsidies, wage subsidies, 

price controls, ete, as well as extensive publie 

‘ownership of firms and industries (fertilisers, stel, 

petrochemicals, cement, banking and financial 

Services infrastructure, and many others). This led 


ud 


To serious resource misallocation and inefliciencies 
in production, 


Agriculture was neglected, 

to make agricultural 

investmenta there was an increased need for food 

imports 

Deterioration in the balance of payments. The 

balance of payments deteriorated because of: 

‘+ increasing imports of capital equipment as 
inputs in production 

^ increased need for food imports 

+ outward flow of financial capitl due to 
profit repatriation of foreign multinational 
corporations (profits taken to the home 
country). 

Encouragement of eapital-intensive production 

methods, It was believed that this would result in 

more rapid growth. There was no effort to provide 

support for “mall entrepreneurs more likely to use 

labour-intensive techniques 


ses) 


Copyright Material - Review Only - Not for Redistribution 


> ECONOMICS rOR THE (e BONA: counseioon 


^ Negative impacts on employment and income 
distribution. Capita-ntcasive technologies and the 
neglect of small producers increased unemployment 
and contributed to the development and growth of 
the inform economy, along with worsening income 
distribution and increasing poverty. 

‘+ Limited possibilities for growth over the longer term. 
In spite of some growth in the early periods, there 
carac à point when it was no longer possible to 
row through import substitution, This was due 
to serious inefficiencies (high costs of production), 
Many firms enjoying protection never "grew up" 
to become ellcient, low-cost produces firms that 
should have closed down were kept going, while 
others that should have been set up or expanded 
were not 


By the 1970s and 1980s, there was general agreement 
mong economists that inport substitution had not lived 
‘up to expectations It therefore began to be abandoned in 
favour of export promotion, 


Today import substitution is not practised as a general 
strategy for growth and industrialisation, however there 
may be selective import substittion, that may include 
industrial policies for particular infant industries 


port promotion 


Export promotion is a growth and trade strategy 
where a country attempts to achieve economie growth 
by expanding exports. Like import substitution, 

export promotion was based on stag government 
intervention, justified by the idea that this is necessary 
to help countries develop a stong manufacturing vector 
oriented towards exports 


The experience of export promotion 


Export promotion strategies evolved gradually as an 
extension of import substitution. In many cases, the 
industries that became the strongest exporters were 

the ones that had received strong import-substituting 
protection 

The economies that first turned to export promotion 
included China, Indonesia, Japan, Malaysia, Singapore, 
South Korea, Thailand and others: they are known as 
the Asian Tigers. While each economy was unique in 
the blend of policies, some typical policies included the 
following: 


^ Financial sistance to targeted key industries, including 
t Targeting of export industries that used 

increasingly higher skill and technological leves 

+ Industrial policies to support export industries, 
including investment grants, production 
subsidies, exemptions from tarifs of imported 
inputs, tax exemptions, export subsidies, 
and special benefits for export oriented 
‘multinational corporations. 

o Provision of incentives to the private sector for 
RAD in high technology products encourage 
the development of domestic skills and 
technologies appropriate to local conditions 

* Strong government intervention in the economy, 
including: 

+ Stute onnership and control of financial 
nsiswions (banking and insurance) to provide 

subsidised credit to the industries being 
promoted, such as lower interest rates and 
other favourable borrowing terms. 

+ Lurge public investments in key areas including 
education and skills, R&D, and expansion 
and modernisation of transport and 
‘communications infrastructure. 

* Requirements imposed on multinational corporations, 
intended to maximise the benefits of foreign direct 
investments, such as the promotion of RAD, 
transfer of desired and targeted technologies 
into the domestic economy, training of domestic 
‘workers and the vs of local inputs where possible 

^ Exchange rate movement, involving undervalued 
currencies thut encourage exports while making 
imports more expensive 


‘These policies resulted in immensely succesful export 
performance and achievement of very high growth rates, 
cases in aggregate demand. Since the 1950s, 
the fastest prowing economies 
world, In addition, they succeeded. 
in making significant improvements in their levels of 
economie and human development 


Factors behind the success of export 
promotion over import substitution 
Why were the Asian Tigers so succesful? 


^ Expansion into forein markets, taking advantage of 


^ Emphasis on diversification. Beginning with support 
for simple. labour-intensive goods (for example 
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20 Strategies to promote economic growth a: 


economic development 


textiles and clothing) industrial polices Inter 
supported diversification based on increasing skill 
and technology leis (see below) 

* Majorinvestrcnis in human capital, including 
education, training and skills 

^ Appropriate technologies. Governments supported 
RAD for the development of appropriate 
technologies as well as transfer from abroad of 
schnologiex appropriate to local conditions 

* creased employment, resulting from the use of 
labour-intensive technologies 

^ No balance of payments problems, dhus io signi 
increases in exports and export earnings 


Possible disadvantages cf export. 

promotion. 

* Exporting countries may become overly dependent 
con exports so that in the event of recession in the 
major trading partners exports will fal leading to a 
drop in aggregate demand with consequent recession: 

+ Ther may be efforts to maintain low wages to 
Keep labour costs lov thus making exports more 
competitive: hence workers may not beneli from 
growth that exports make possible 

^ Strong exports over a long period o time leid 
toa trade surplus corresponding to trade chis 
in trading partners, possibly leading to uade 
protection by the trading partners who eel 
threatened by excessive imports 


Economic integration 


SDG 17.10 (goal 17, target 10) states, "Promote a 
universal, rules-based, open, non-discriminatory and 
equitable multilateral irading system under the World 
"Trade Organization... 


The growth of preferential trade 
agreements 

This topie was introduced in Chapter 15, In the last 
few decades, there has been a very large inerease in 

the number ol bilateral and regional trade acrccments 
around the world. The number of trade agreements 
Feported tothe World Trade Organization: (WTO) grew 
Trom 20 in 1990 to 159 in 2007, and 27 by 2019. One 
reason is that many countries are bxoming frustrated 


with what they believe is the slow progress made by 
the WTO (se Chapter 15). Another is that developing 
countries se in trading blocs the possibilities of enjoying 
the benefits of free trade, bypassing obstacles created by 
tich country trade protection, while maintaining some of 
te benefits of trade protection (toward non-members) 


Chapter 15 offered an evaluation of trading blocs in. 
terms of their advantages and disadvantages as a method 
o achieve free trade (You should refer to this discussion 
asi is closely related to our present topic). We will now 
evaluate trading blocs as a strategy to achieve growth and 
development, To do so, we must make the distinction 
between regional and bilateral trade agreements, 


Regional frec trade agreements (FTAs): 
potential benefits for growth and 
development 

Economists generally agree that free trade agreements 
hn the greatest potential to help developing countries 
achieve growth and development when they involve’ 


ional agreements 

+ geographical closeness 

‘+ similar level of development and technological 
capabilities 

^ similar market sizes 

+ shared commitment to co-operation 


These conditions allow countries to achieve the 
benefits of integration we studied in Chapter 15. 
Regional groupings low countries to expand th 
markets (achieving economies of scale) and to diversify 
production and exports. Larger markets increase 
domestic and foreign direct investment. When countries 
are at a sila level of development with similar 
Technological capabilities as well as similar market sizes, 
the new competition created by increased imports is 
more ‘fair and easier to deal with (it does not involve 
"unfair competitive advantages of foreign firms caused 
by lower costs due to use of more advanced technologies, 
greater managerial know-how, larger size due to larger 
home markets), 


IE there is a shared commitment to co-operation, there are 
several policies that can be pursued jointly by members 
so they can further benefit from their integration. They 
‘can invest in transport infrastructure needed fr trade, as 
Well as in energy and water supplies needed for growth 
and development They can collaborate on R&D projects 
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and new technology developineat that would be mutually 
beneficial. They can wor: together on environmental 
issues of common interest. 


These factors greatly increase the likelihood that 
integration will sad to increased growth and more 
development. While it is difficult for all these conditions 
to be met in practice, it is not surprising that we usually 
find neighbouring countries forming regional blocs such 
ax in Latin America (MERCOSUR), southeast Asis 
(ASEAN), eastern and southern Africa (COMESA), 
central Africa (CEMAC), Central America (CAIS), etc. 


Bilateral free trade agreements (FTAs): 
risks for growth and development 


Most of the trade agreements in existence are bilateral, 
‘und most bilateral agreements are between developing 
and developed countries that are nor usually in the 
ame geographical region (though there are exceptions). 
The developed couotties mainly involved ure the 
United States, which has agreements with a number 

of developing countries the European Union (which 
‘ets as à unit) that also has agreements with developing 
countries and transition economies, and Japan, with 
agreements mainly in the Asia-Pacific region 

A bilateral agreement has the potential to provide a 
veloping country with access to the developed country 
warket, and the prospect of gaining such wees it 

why develop enter into such agreements: 
However, this potential comes with rbv 


^ The developing country must make equal and 
matching cuts in tariff and other barriers often 
much greater than thote required by WTO 
agreements. This puts even efficient developing 
country firms at» competitive disadvantage because 
they are forced to compete with a lower cost 
developed country. The result may be to destroy 
even efficient local firmus, 

^ When many developing countries form FTAs with 
the same developed country to gain market access, 
ths advantage each hopes to gain individually is 
Jost, as they must now all compete with each otber 
for the developed country market. Thus increases in 
exports may be limited. 


^ Increased imports and only slightly increasing 
exports may result in trade deficits, balance of 
payments problems and increasing foreign debt. 

‘They may also result in greater unemployment, 
Worsening income distribution and increased 
poverty. 

‘+ Bilateral negotiations put developing countries at 
a disadvantage due to weaker bargaining power 
‘compared to the multilateral negotiations of the 
WTO where they can join together and present their 
interests as one. 

+The developing country must agree to other 
requirements that may not be in its best interests 
(such as freer rules on foreign direst investment, 
Stricter rules on copyright and patent laws). 

* Bilateral agreements divide developing countries 
by creating diferent interests, They also weaken 
regional trade agreements when a member country 
makes a bilateral agreement with a third country 


According to the United Nations Conference on Trade 
land Development (UNCTAD), developing countries are 
better off pursuing regional trade agreements The trend 
toward bilateral trade agreements: 


"threatens the viability of exiting regional 
cooperation arrangements amo developing 
countries. and, most importantly the options 
‘available to these countries for pursuing thetr national 
development strategies 


PTAs con result in some export pains and possibly 
increased FDI (fovesgn direct investment) flow 

ut the size and durability of these benefit ix highly 
uncertain, a ur the net guis for trade and output 
growth. Thais because the FTA will most likely 
ded io on inerant in imports, with implications for 
the irade balance and, in some eases, the external 
debt position. Moreover, if future... FTAx are 
modelled on those that have been negotiated so far, 
i ts likely that they will considerably reduce or fully 
remove policy options and instruments avail 

to a developing country to pursue it development 
objectives 


UNCTAD United Nations organisation concemed with nteratinal rade haves in developing counties. 
UNCTAD, Trade and Develnert Raport, 2007 (valable a tp. wma uncta gfe! does/t2007_en pal 
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40 Strategies to promote economic growth and economic development. 


Trade liberalisation 


A fourth important tride strategy is trade liberalisation. 
‘This wil be presented below in connection with market- 
based policies 


» Define import substitution and 
explain why it has an inward 
orientation. 


b What were some factors that led most 
developing countries ta adopt import 
substitution as an industrialisation 
strategy in the 19505? 


© Explain some of the key policies 
that were associated with import- 
substituting s 


strategies with respoct to their 


on economic performance 
and economic growth and 
development. 


2 a Define export promotion and explain 
why it has an outward orientation, 


bo What wate some of the countries that 
adopted an export orientatien during 
the 1960s, and what prompted them to 
do so? 


© Explain some of the key polici 
that were associated with export 
promotion. 

d Evaluate th 
policies with respect to economic 
performance, export growth and. 
conomic growth and development, 


35 Discuss the potential advantages and 
disadvantages of 


regional trade agreements, and 


b bilateral trade agreements a: à 
strategy to promote growth and 
development, 


20.2 Diversification 
and social enterprise 


Diversification of economic 
activity 
‘iversiication involves a reallocation o resources nto 
new activities that broaden the range of goods or services 
produced Ax a country grows and develops the relative 
share of the primary sector in GDP usually shrinks, 
becoming progressively replaced by manufacturing 
(industry and later by services The decline in the relative 
Share o the primary sector's contribution to GDP i 
made possible by the divrfcarion of production into 
anufacturing swells vices (ce Chapter Moran. 
Explanation in terms of Ys income elasticity of demand.) 
AS the country diversities nto manufacturing and services. 
‘exports are icy to become møre varied aceon 
Such diseniiion of production and exports has been 
taking plase particularly in higher income developing 
counts 


The importance of expanding into 
higher value-added production 


"The concept of value added’ refers to the value of a 
good that is added in ach step of a production proces. 
For example, suppose a country produces cocoa beans. 

‘The beans are cleaned, roasted, and shelled, then ground 
into a paste, called cocoa liquor. A portion of the liquor 
goes into hydraulic presses that remove the cocoa butter, 
leaving behind a paste that is ground into a fine powder 
for use in the baking industry The cocoa butter is mixed 
With the other pertion of the liquor together with sugar, 


A For a numencal example, srs soot 4, Chapter 8 
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vanilla and milk, all of whieh are kneaded well and. 
placed into machines calle? conches that stir and shake 
the mixture under hex for some days When the mixture. 
cooks it is converted iato chocolate bars or is used in 
baking and confectionary industries 

Each step in this process adds valve to the cocon beans If 
a country that produces cocoa beans goes on to produce 
chocolat, it adds value to its primary commodity and 
ddversfes into chocolate manufacturing. 


Adding value in diversification is important because it 

^ engaging in more varied production activities 

^ creating employment opportu 

^ establishing new firms involved with manufactured 
goods 

^ expanding into a 
technology levels. 


tivities requiring higher skill and 


Ha country produces primary commodities and exports 

‘hese in their ‘a form, it minses the Benefits Isted 

above It becomes trapped in methods and kinds of 

production that keep it in a state of stagnation, with 

limited prospects for change. Developing countries must 

therefore seck out new opportunities or processing of 
sw materials and manufacturing. 


The issue of too much specialisation and the importance 

of diversification is related to a key criticism of the 

theory of comparative advantage (HL or 

Chapter 14). If a country has a comparative advantage 

in the production of primary product, specialisation 

and trade according to comparative advantage would 
limit it growth and development prospects 


Overspecialisation versus diversification 


1n Chapter 19 (Sectton 19.2), we saw that 
overspecialisation in a narrow range of primary 
commodities is a major barrier to growth and 
development. As Table 19.1 illustrates, a number of the 
countries that are overspecialised are rich in natural 
resources Ironically this resource wealth aften works 
‘ganost them. It has been observed that since the 196% 
resource-poor developing countries have Been grove. 
faster than resource-rich countries, This surprising trend 
has been termed the *curse of natural resourses because 
it suggests that resource-rich count 

better off without these natural reso 
of countries that have experienced iow and sometimes 


negative rates of growth in spite of their 
resource supplies include Russia (rich in oil, natural gas 
metals an timber), Nigeria, Mexico and Venezuela 
(ch in oil), Congo and Sierra Leone (rich in mineral 
deposits) South Africa (rich in oil and mineral deposits), 
and others, 


The reasons behind the better performance of 
resource-poor countries can be found in thei 
diversification into manufacturing. The inability to rely 
on production and export of primary commodities 
made them turn carly on toward labour-intensive 
manufacturing, together with investments in human 
capital and appropriate technologies. Resource-rich 
countries, on the other hand, became heavily dependent 
on primary commodities. with short-term volatility of 
export revenues, the need to resort to external borrowing 
and accumulation of large debts, and balance of 
payments dificult, 


Tha benefits of diversification 


Tti hardly possible to overemphasise the importance of 
diversification as a strategy for growth and development, 
Tt permits countries to achieve the following important. 
objectives: 


Sustained increases in exports. Increase in exports 
must be maintained over Jong periods. This can only 
be achieved through diversification into markets 
With a sustained increase in global demand, wh 

commodity exports do not satisfy. 

+ Development of echoing capabilities and skills. 
Diversification provides incentives to acquire new 
technologies and higher training, education and 
skill eves which are very important for growth 
‘and development. This was one factor behind the 
spectacular success of the Asian Tigers 

+ Reduced vulnerability to short-term price volatility. 
Diversification protects countries against losses 
from Nuctuating export price. 

+ Use of domestic primary commodities. Countries 
that already produce primary products are in a 
special position to use these as the basis for the 
diversification into manufacturing. as the domestic 
availability of the necessary raw materials can work 
to stimulate industry. Countries that got a major 
boost to their growth and development through this 
type of diversification include Malaysia, Thailand, 
Indonesia, China, Chile and Mauritius. 
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to promote economic growth and economic development. 


Social enterprise 


A social enterprise i type of commercial organisation that 
aims to achieve portcularsocal goals to improve peoples 
Well-being and promote social change Social enterprises may 
be either for-proút or not-for-profit organisations. If they 
are for profit their primary objective is to achieve their social 
foals not to maximise profit. They try to be commercially 
Viable (cover all their costs) rather than rely on grants or 
orations, by selling the services or products they provide. 
they make profits these are put back into the en 

rater than received as profit income by the owie 


Social enterprises exist everywhere in th world but are 
becoming increasingly popular in developing countries 
where they focus on anti-poverty programmes and 
other efforts to meet important soil, economic or 
environmental goals 

Social enterprises operati a broad variety of areas, 
including education, health, social care, agriculture, 


on the Philippines. Their website states 


"Bambike is a socio-ecological enterpnse based 
in the Philippines that hand makes bamboo 
bicycles with fair trade labor and sustainable 
building practices. Our bamboo bike builders aka 


Bambike produces hand-made bicycles made of bamboo 


fisheries, forestry; energy, clean technology and transport. 
Most of th: workers are relatively young and there is a 
high female participation rate, 

Provision of microfinance (see below) is considered to 


be a type of social enterprise Muhammad Yunus, the 
founder of microfinance, used the expression cial 


enterprise in connection with his work. 


Outline the benefits that a country ean 
expect from expanding into higher value- 
added production 


Explain how diversification can help a 
country grow and develop, 


3 Explain how social enterprise can contribute 
to ecenomie development. 


Bambuilders come from Gawad Kalinga, a Philippine 
based community development organisation for the 
poor, working to bring an end to poverty. We have 
programmes that include scholarships, sponsoring 

a pre-school teacher and a weekly feeding 
programms for children, as well as a bamboo 
nursery for reforestation. Bambike is a company 

that is interested in helping out people and the planet, dedicated to social and environmental 
stewardship. Our goal is to do better business and to make the greenest bikes on the planet.” 


Figure 20.1: Manilla, Philipines. A bambike 


In addition, Bambike produces sunglasses, tumblers and cups all made of bamboo. They also offer guided 
tours of historic neighborhoods and other destinations on bamboo bicycles 


Source: wiwbambike com 
Applying your skills 


1. While Bambike is a for-profit organisation it has important social goals. Use the information above and 
on its website to outline Bambike's social goals 


2 Research and identify one or mare other social enterprises in a county of your choice. Discuss how 


the activities of the social enterprises help achieve the country's development goals. 
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20.3 Market-based 
policies 


Trade liberalisation, 
privatisation, deregulation 
and more 


“The spectacular successes of the Asian Tigers made: 
harp contrast to the performance of most develoneng 
countries. In the carly 1980s, many were showing poor 
export and prowth performance, and wer highly 
indebted. This was the ti tse classical 
economists were introducing markt based suppl ide 
ideas emphasising the importance of mtd government 
intervention and the competit free markt 


As a trade and growth strategy, limited government 
intervention meant tr» liberalisation (elimination of 
trade barriers to achieve free trade) and a free market 
approach in the domestic economy. This free market 
approach fo growth and development came to be known 
as the Waskgon Consensus, because it was shared by 
the World Bank, the International Monetary Fund, the 
United States Congress and a number of US agencies 
(ail based in Washington, DC). The main polici 
recommended by the Washington Consensus included: 
^ trade liberalisation involving moving to fce trade by 
lowering and eliminating tariff and other barriers to 
trade 
^ privatisation of state enterprises, such as transport, 
oil, gas 


^ deregulation of labour and product markets; this 
meant adopting market-based supply-side policies 
for Labour (reducing labour union power and 
unemployment benefits, reducing or eliminating 
minimum wages see Chapter 13); it also meant 
removing barriers to enter product markets. 
cluded: 


‘+ encouraging floating exchange rates; no exchange 
rale management 


Additional polices 


+ reduced restrictions to foreign direct investments by 
‘multinational corporations 

* limiting borrowing by the government; keeping 
budget deficits under control 


^ restricting the use of industrial policies 


These measures involved freeing up markets and cutting 
back on the sole of government, Countries should no 
Jonger follow the highly successful export promotion 
policies tased on strong government intervention. They 
‘were based on the idea that reliance on market forces 
‘and free trade improves ficiency and the domestic 
allocation of resources, and increases 
owth. 


‘adopted liberalising policies by following these polie 
prescriptions. Examples include Argentina, Brazil, China, 

India, Kenya, Sri Lanka, Tanzania, Turkey, the. 
countries of East Asia, and many more. These countries 
did not completely abandon their interventionist policies, 
but instead began a gradval reduction of government 
intervention, with some countries liberalising mote, or 
more rapidly than others 


The effects of economic and trade. 
liberalisation 


By the 1990s there was evidence that liberalisation of 
ade and the economy was not bringing about the 
expected benefits: 


Limited benefits for export growth 
snddivenification 7 

Many countries found themselves losing export shares 
im world markets (the proportion of exports in relation 
to global exports) The loses were greatest in Africa. 
The UNDP notes that if. by tbe early 2000s, Africa still 
ad its 1980 share of world exports, its exports would 
be greater by USS 19 billion (in constant $in terms of 
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the year 2000) this is equivalent to about five times the 
amount of aid provided by donors in 2002: 


On the whole liberalisation policies did not help 
developing countries diversify production into increased 
manufacturing, fn 2000, just five developing countries 
were responsible for two-thirds of developing country 
low technology manufactured exports, while only six 
were responsible for more than four-fifths of developing 
cenuntry medium and high technology manufactured 
exports In most Latin American and African. 
countries, growth of manufacturing expor 
to moderate, with no significant change in 
diversification into manufacturing. In vorne Latin 
‘American countries there was a decine in the relative 
share of manufacturing, The countries that fared best 
were those that had already developed significant export 
sectors (the East Asian countess)" 


Partly, these negative effects of liberalisation were due 
to the trade protection policies of developed countries 
‘on developing county exports, including protection. 

of agriculture nl air escalation (see Chapter 19). 
They were alio due to growing reliance on free market 
policies, Remember, the preat successes of the East Asian 
countries were based on industrial polices involving 
rong government intervention, With less government 
support, many developing countries were not able to 
perform well 


Limited effects on economie growth 
According to well-known development economists, 
"There is ite evidence that open trade policies - in 

the form of lower tarif and noo-tazi barriers to 
trading - are significantly associated with economic 
growth.” Furthermore, Pevbaps the most comprehensive 
assessment of the iki between economic growth and 
trade liberalisation undertaken to date concluded that 
there is no clear liuk between them. This means that the 
projected benefits are merely hypothetical. 


According to thie United Nations Development 
Programm: 


"One of the prevailing myths of globalisation is that 
{increased trade has heen the catalyst for a new era of 
convergence... However, succesful integration i the 
exception rather than the rule, and rade drives global 
inequality ax well as prosperity. For the majority of 
countries the globalisation story is one of divergence. 
and marginalisation.” 


Increasing income inequalities and poverty 
within developing countries 

There is clear evidence that economic and trade 
liberalisation resulted in iter income inequalities 
and poverty A World Bank study noted that trade 
Liberalisation led to lower income growth among 

the poorest 40" ot the population, but higher income 
growth for the higher income groups. In other words, it 
helps the ich get richer and the poor pet poorer" 


"The reason is that economie and trade liberalisation 
crestes both winnen and Toser’, When new export 
markets are opened up, those who find employment in 
the production of export goods will be better lf; people 
who find jobs in a growing formal sector will also gain; 
people with some education ind skills may alio gain ax 
they are better able to exploit new opportunities in the 
more competitive environment. However, there will also 
be those who will become worse off. They include: 


^ less educated or illiterate people, who are unable to 
compete in the new environment 

+ poor people who iac collateral (wealth), and who 
cannot get credit to open or expand a business to 
take advantage of new opportunit 

‘+ people in remote geographical areas with no 
transport links to markets 

‘+ people who have nothing to export, and no 
possibilities of producing for export 


“Unted Nations Development Programme, Human Development Report 2002 (wala st hiip://hdk undp cren/epartl 


* United Nations Dvelopment Programme, Human De 
^$ M.Shalandn 2005) Trade Nberalsation and er- 
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* Unted Nations Development Proatamme, Human Development Report 2005 (a 


ble at hp /hdrunde orn pori) 


"* M Lundberg and L. Squire 99 hequelty and Growth: Lessons for Pale, The Wer Bark 


l€——————————— —-——— — 
sos X 


Copyright Material - Review Only - Not for Redistribution 


people in agriculture who switch to producing. 

commodities for export, making themselves more 

vulnerable to wide luctuations (volatility) in 

commodity prices 

people who lose their jobs as public employees due 

to cutbacks inthe public sector (in Zimbabwe, they 

are referred to as the "new poor) 

people who lose their jobs in the private sector as 
ns close when they are unable to compete with 

imports of products produced by large firms in 

richer countries. 

people who become unemployed due i9 

privatisation of public enterprises, wbich fire 


liberalis, privatisation, and geting the prices 
righi. Many of these policies are necessary for. 
markets to work well and contribute to economic 
success, bur they ar far from sufficient. Some aspects 
vof the neoliberal model might not even be necessary 
conditions for strong growth, and if undertaken 
without accompanying measures... they may not 
bring many gains and could even lead to setbacks 
‘Some countries have closely followed the dictates of 
‘the neoliberal model, but have not seen especially 
strong economic performance. Other countries have 
ignored many of the dictates... and have experienced 
among the highest rates of sustamed growth the world 
has ever een 


Workers to lower costs 

^ people affected by cuts in government spending on 
merit goods, forced by a greater reliance on market 
forces 

^ people affected by lover levels of social protection 
caused by supply-side policies (such as lower. 
minimum wages, lower protection against being 
fied, etc.: eee Chapter 13) 

^ people forced into the informal economy, where 
wages are lower and social protection is non-existent. 
ue to removal of trade protection leading to clone 
of formal sector firms that ean no longer compe! 
Zambia, for example, 
in the decade of the 1990s! 


International trade theory recognises that fe trade is 
likely to give rise to both winners and lovers However it 
argues that since the overall gains will be greater than the 
overall losses, the gainers can compensate the losers, with 
the result that no one need be worse of. Ye, in the real 
world, such compensation rarely (if ever) takes place, 


A new consensus: trade and market 
liberalisation with government 
intervention 

Since the late 19905, supporters and critics of market 
oerination have been moving towards a new consensus 
according to which there should be a mix of markets 
With government intervention o support growth and 


development, The following are some of the ideas in 
this view" 


nts must support education, health 
nd infrastructure development, as well as 

development (R&D) and transfer of 
technology for both industry and agriculture 
Large budget delicti should be avoided, but if 
contractionary fisca! policy is needed, it should 
not affect spending on education, health and 
infrastructure. 
^ Governments must pay attention to the effects 

‘of policies on income distribution, and must 

uisue policies that promote income equality and 
alleviation of poverty. 
Governments must provide a proper regulatory 
framework for markets to work effectively; for 
example, there should be effective regulation for 
competition (otherwise privatisations may lead to 
the development of private monopolies), 


“The free market approach of the Washington Consensus 
was questioned even by some individuals within the 
World Bank. Joseph Stiglitz, as Chief Economist of 
the World Bank, writes the following: B 
The neciberal model" accords the genernment 
a minimal role, essentially one of ensuring 
macroeconomie stabi, with an emphasis on prie 
Stability, while getting out of the way to allow trade. 


Winer 2000) 
"By the term 'necbera modef, Sigh refering to the fee market approach af he Washington Corsenaus. 


Vade Mberlaation and poverty 


78 Joseph E. Siglt (198) "Knowledge for development economic cence, economic polo and econamie dice Annual Ward Bank 
Conference on Development Economics, Wathaton, DE, Apr 1998 


P Joseph E Stat 928) Mere struments and broader goals moving towards the Post Wachnigtan Consensus? Annual Lecture, World 
eise fr Development Economics Research, Helin 1998; and Toward a new parem for development steer and processes 
Prebisch Lecture, UNCTAD, Coneva, I 
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Moral issues of trade liberalisation in dex 
In the Theory of knowledge 15.1 (Chapter 15), we considered the moral judgement that is implied in the 
recommendation that counties adopt free trade. Here, our topic is broader and perhaps mare serious, 

and involves the moral implications of the trade (and sconomie) liberalisation pol 
developing countries (and sometimes forced upon them; see below) by developed ones. 
Th 
developed countries that prevent developing country access to their markets (agricultural protection 
of farmers, high tariff barr 
Consensus, the WTO and bi 


Nobel Prize-winning economist Joseph Stiglitz, referring to the free market approach to International trade 
that since the 1990s has dominate development policies, writes the following about moral and ethical 
issues in relations between developed and developing countries: 


Thinking points 


loping countries 


recommended for 


ies are numerous, but can be divided into two broad categories: trade protection policies of more 


tariff escalation) and the trade liberalisation policies of the Washington 
ral trade agreements. 


"Economists have long bought into the importance of self-interest noi only in explaining behaviour, but 
also in yielding efficiant outcomes. But economists have also long baen aware of the limitations of these 
perspectives, Not oniy does the selinterest/market paradigm often fail to generate efficient outcome 
but even when it does, these outcomes may not [be consistent with] with notions of social justice. 


Ethics in ihe relationship between developed and less developed countries dictates that the. 
dovelopd countries troat the less developed countries fairly, aware of their disadvantaged economie 
ppositicn, and acknowledging that taking advantage of omes own economic power inevitably will 
hurt the poor within developing countes. [The in global economic. 
t has ben grossly no! 
of the mora developed countries, at least par 
much so that on average the world’s poorest region was actually worse off at the ond of the last round 
of trade negotiations and an interaticnal environmantal agreement that provided that those rich 
countries who today are polluting more be entitled to continue polluting more into the future." 


Do developed country soc 
poorer ones)? 


a moral obligation to help developing ones (especially the 


Consider the following question posed by Joseph Stiglitz. ‘At one lave it is natural for a country to pursue 
its owm interest. But., at what point does this pursuit of a county's own interest (or, as is more frequently 
‘the caso, special interests within one's country) at the expense cf the poor, become a moral issue?” 


Are developed countries morally justified in promoting bilateral ree trade agreements with 
developing countries when they refuse to give up protection of their farmers? 


How fair are the trade rules of the WTO? 


Do the organisations of the Washington Consensus (the World Bank, IMF and US government) bear 
any moral responsibilty toward developing countries for mistaken policies that in some cases were 
damaging to the poor of those countries (such as countries in sub-Saharan Africa)? 


Thai a reference ta aus Saran A 


Joseph St. (2008) hes, economics advies 


economic ply itive or Pley Dialogun, 4 Octet 


9 Joseph Sis 2005) Ethie commit advice and economic ply 
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^^ Efforts must be made to promote institutions such 
as property and land rights, an effective tax system, 
and effective basking and credit system (see below). 

^^ Developed countries must assist economic 
development by increasing foreign aid and providing 
increased access to their markets for developing 
country exports, 

* Developing countries should receive special 
treatment by international trade agreements uoder 
the World Trade Organization regarding removal of 
rich country trade protection measures (for example 
in agriculture). 


* According to the new consensus, government 
intervention i important to help create the 
conditions for markets and trade to work to the 
advantage of developing countries 


Define trade liberalisation, referring to 
its objectives. 

Outline the main ideas behind the 
market-based policies recommended 
for developing countries, 


Explain the connections between the 
market-based supply-side policies 
discussed in Chapter 12 and the 
Washington Consensus, 


Discuss the effects of liberalising polici 
on export growth, diversification, economic. 
growth and income distribution. 


20.4 Interventionist policies: redistribution and 


JING OBJECTIVE 


Redistribution policies 

SDG 10 states Reduce inequality within and among 
Countries’. This is the objective of redistribution policies, 
Tax policies 


SDG 17.1 (goal 17, target 1) states ‘strengthen domestic 
resource mobilisation... o improve domestic capacity 
Tor tax and other revenue collecti: 


provision of merit goods 


In Chapter 19 we saw that developing countries often 
face a number of difficulties regarding taxation, 
leading to low levels of revenues, inequities, and 
negative effects on resource allocation. In view of 
these difficulties it is important that developing 
countries undertake reforma that will improve their 
taxation systems. 


& > 
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promote economic growth and economic development 


The International Monetaty Fund recommends that 
developing country governments should." 

^ increase the progressivity of the tax system, which 
is generally ower in comparison with developed 
gradually expand the coverage of personal income 
expand the use of indirect taxes on luxury goods 
nd goods that create negative externalities, suci as 
cigarettes, alcohol and energy based on fossil fuels 
increase taxation from capital income (pots) 
which is essential to ensure propressivity 

impose or increase taxes on realestate and land 


^ take measures to reduce tav evasion. 


Transfer payments. 


"Transfer payments were discussed in Chapter 12 where 
Wwe saw that they are an important method used to 
improve income distibution and reduce poverty. 

SDG L3 (goal |, target 3) states Implement nationally 
appropriate social protection systems and measures for 
all, including loors, and by 2030 achieve substantial 
coverage of the poor and the vulnerable” 


Building on this, the World Bank and International 
Labour Organization (ILO) called on countries 
around the world to design and implement by 2030 
ers social protection. Universal voci! protection 
means access by an entire population to social 
protection which includes child beneíls pensions for 
folder persons, and benefits for maternity, disability 
work injury or unemployment. 


1n 2019, four billion people or more than half of the 
world's population had no access to even one social 
protection benefit 43% o the global population had 
access to one bevel, one-third of children had a family 
and child benefit, and only 28% of people with disabilities 
had a beneí^. Old age pensions were the most prevalent, 
With 68% of older persons receiving pension? 


‘The benefits take mainly the form of transfer payments 
Which are cash transfers or benefits in kind. They are 
very important because they: 


seduce poverty and encourage social inclusion. 

empower individuals and encourage them to 

make decisions that reflect their preferences rather 

than the preference of the government or aid or 

development organisations 

^ increase incomes that are used to increase demand. 
for locally produced goods, thus also helping local 

producers 

promote economie growth by raising incomes, 

consumption and investment that increases 

aggregate demand 

help provide safety against sudden hardships or 

improve access to heath care and education 

encourage empowerment of women, and delayed 

marriage 

+ reduce malnutrition and child mortality 

help bring the poor into the formal economy 

result in reductions of child labour 

*+ build political stability and reduce social tensions 

according to numerous studies, do not reduce the 

incentive of adults to work.” 


A special policy that has become increasingly popular 
favolvescomdiional ash eansfrs (CCT), volvi money 
‘don condition that the households receiving the money 
undertake activities elated to eduction and health care, 
en for children. (See Real world focus 6.1 in Chapter 6 on 
the Bolsa Familia pograine in Brazi.) Norconditonal 
‘cash transfery do not impose restrictions, providing 
Nesibilty to howls to manage their expenditures freely 
in accordance with her needs AV the me of writing there 
did not appear tu be a comensus on which of the two is 
‘more suet as an anpoverty policy as there isa large 
‘variety of programmes of both types around the world 
Whore sats have not yet been fully evaluated 


Universal social protection systems are costly and may 
be beyond the means of many developing countries 
suggesting that they cannot be fully implemented 

over the short term. Moreover, their full efective 
depends on government policies to address the crucially 
important issues of providing schools, hospitals 
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and infrastructure including roads, clean water and. 
sanitation, trained doctors and nurses as well as good 
training for doctors vd nurses, all of which are needed 
for development, Further issues involve difficulties in the 
design and implementation so that the money will each 
the population groups that are most in need 


Minimum wages 


‘Minimum wages were introduced in Chapter 4. 
According to standard theory, whereas they are designed 
to support incomes of unskilled workers, they ive 

rise to unemployment, In line with this thinking, in 

the 1980s and 1990 market-based supply aide policies 
emphasised reducing or eliminating inumum wages 

to increase employment (Chapter 13). However since 
then, a growing number of studies have indicated that 

in practice such job losses do not occur unless minimum. 
wages are set at very high iovis, As a result, since the late 
1990x, many countries mound the world introduced or. 
increased their missum wages 


In view of this change in thinking about minimum. 
Wages, countries wanting to reduce income inequalities 
dee minimum wages as policy that can help. In many 
ries the question is not whether or not to have 
um wages but how to best design a minimun: 
Wage system. Addressing this issue of policy design 
the International Policy Centre for 
(IPC-IG}* notes the following: 
* Minimum wages should be set by governments 
alter consulting with representatives of workers and 


employers in order to take all relevant points of 
view into account, 


^ In deciding on the level of the minimum wage it ix 
important to consider ihe needs of workers and their 
families: to monitor and evaluate the effects: and to 
hune a mechanisi allowing possible changes every 
Year or two in order to make necessary adjustments 

^ Itis irmportant to establish measures to ensure 
compliance and enforcement, to avoid work at 
‘wages below the legal minimum. 


Provision of merit goods 


Education and health services have been discussed at 
length in Chapters 6, 12, 18 and 19, They aze merit goods 
whose importance for growth and development cannot 


be overemphasized. Education and health appear in the 

following SDGs: 

* SDG LA-2 (goal L target A, indicator 2) states 
‘Proportion of total government spending on 
essential services (education, health, social 
protection’, This is a measure of resource 
mobilisation to end poverty 

* SDG 4 stats Ensure inclusive and equitable 
quality education and promote lifelong learning 
‘opportunities for al 

* SDG 3 states Ensure healthy lives and promote 
Well-being for all at all ages 


Education and health services 
as merit goods 


Positive extessaitis of education for 
growth ani development 

Education provides many benefits for society, making 
the socal benefits of education far greater than 
individual benefits external benefits arise from positive 
consumption externalities: 


* Economic growth is partly a benefit of education, 
us the benefits of education extend to society in the 
form of increased labour productivity and greater 
output. 

‘+ Education contributes to improvements in the 
quality of physical capital e. technological 
advances), because Knowledge can be applied to 
research and development, and especially to the 
evelopment of ichnologies appropriate to local 
economic, ecological and climate conditions 

^ Educitios results in lower unemployment, lower 
bseniceist from work and increased internati 
competitiveness; and it attracts foreign direct 
investment. 

+Education leads to increased political stability, 
an important condition for economie growth and 
development. 

^ Education provides further social benefits, such as a 
Tower crime rate and a better quality of life 

^ The education of women in particular promotes 
their increased participation in the labour force, 
lower birth rates (fewer children), leading to lower 
rales of population growth and. 
poverty 


2 The PCG is a partnership bein the United Nations and the Government of Be 


19 promote social policies for developing 


courtes Mg umen ri safpub/eng/PIFA2 Minimum Wege lobe chaler se: and -perspectives pd 


"D 


Copyright Material - Review Only - Not for Redistribution 


20 Strategies to promote economic growth a: 


economic development. 


* Some benefits of education spill aver into health: 
+The education of women leads to 
{mproventsn's in maternal health and 
reductions in maternal mortality (deaths), 

‘+ Ths education of mothers results in healthier 
children through improved health care and 
better nutrition and lower child mortality (death!) 

^ Schools teach children basic principles of 
hygiene and sanitation, which improve the 
levels of children's and family health, 


‘The importance ofelementary education 
and universal literacy 

Many studies have shown that East Asian countries 
(including China, Indonesia, South Korea, Thailand, 
tnd others) have invested more heavily in education. 
than other countries with comparable income levels It 
is widely believed that this his been a key factor behind 
their superior growth snd development performance 
‘One of the most important investments in education. 
involves aehievtoy universal literacy rates, The highly 
successful Fast Asian counties began their initial drive 
for growth and development by pursuing high literacy 
rutes, and later gradually increasing investments in 

secondary and tertiary (university) education in line wi 
‘developments in their technological capabilities 


According to estimates made by the World Bank, in the. 
case of countries at a relatively ow level of development, 
the greatest contribution to economie growth can be made 
by primary elementary) school education. Yet developing 
countries often invest too heavily in gher (secondary and 
university) education, while ignoring the basic eleme 

level, This misallocation of sesourees enis in: 


^ am international broin drain, whereby university 
graduates roro developing countries migrate to 
developed ones resulting in loss of human capital. 
In effect, poor country resources build human. 
capital in rich countries 
^ an internal brain ein, whereby 
* highly educated individuals who cannot find 
‘employment in their field work in unrelled 
arcas requiring lower skill levels (for cxazaple, a 
doctor or engineer working as a tet driver) 
^ doctori and medical personnel educated in 
asovernment-funded institutions do not work in 
public medical institution: intended to provide 


ivsicad work in he private sector which serves 
wealthy patients 
^ highly educated individuals apply their skills 
and abilities to research and technology 
development in areas that are more relevant 
tothe needs of developed counties because 
these are more prestigious, while ignoring local 
technological needs (such as building low-cost 
schools, hospitals and housing, etc.) 
Both give rise to a significant misallocation and waste of 
scarce publie sources 
Positive externalities of health care for 
growth and development 
“An improved level of health also provides benlits 
beyond the individual ones 
^ Heal leads to prenter worker productivity and 
therefore preter output and economic growth, 
^ Wealthy people do not transmit diseases, thus 
lowering the risk of spreading diseases to the 
community 
* Immunisation benefits not only the immunised 
person but also the community by lowering the risk 
of contracting a disease, 
^ Healthier people provide more benefits to the 
community through more active and productive 
participation. 
^ Some benefits of 
into education, with 


pher levels of health spill over 


^o increased levels of health and good nutrition 
improve school attendance and performance in 
schocl leading to longer time spent in school 
^ healthier individuals make better use of the 
knowledge and skills they possess 
^ better health means a longer lifespan, and 
so a longer time during which the benefits of 
education can affect the economy and society 
Appropriate intervention in education and health 
care in developing countries involves mainly direct 
government provision of services that are free of charge. 
‘An estimated 100 million people are forced into extreme 
poverty by having to pay for health care, while many 
die unnecessarily because they cannot afford to pay for 
i4 In addition to health services, also important are 
investments in sanitaion, clean waler and sewerage, 


2 hepar mha intres eom det 1312 2017 ed barkandi who hallthe oo aaa ener haa aen 
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as well as legislation making education compulsory up 
to a certain age. Advertising and persuasion as well as 
nudges (HL concept) toy alo help convince parents of 
the benefits of education and preventive health services 
(such as immunisation), Note that legislation, advertising 
and persuasion would be entirely useless in a situation 
Where there are no schools or health clinics; this s why 
governments must step in and provide these services 
directly in areas where they do not exist. 


According to Gro Harlem Brundtland (former Director 
General of the World Health Organization): 


“In many countries, while those with money are able 
To access good healthcare and educi, hundreds 

of millions of ontinary people are denied life-saving 
health services or are planed into poverty because 
‘they are force o pay unaffordable fee for their care 
The burden is particulariy felt by women and children, 
who have high need for services Put the lets acess to 
Financial resur. bn some countries, poor women and 
their babies ave even imprisoned in hospitals because. 
they cr pay their medical ils after giving birth 


‘The olution to His problem ix simple: universal 
publ services provided free at the poit of delivery 
Unfortunate: powerful political interests often 
‘pase this prove way 10 reduce inequalities 


Overcoming rhis opposition and lamcling equae. 
ple services requires large inestmeni f public 
financing and political capital hy governments 
tad political leaders. Ax well as onpraving social 
indicators accelerating economie sow hand reducing 
inequalities thts ts lo a smart political choice 
that can strengthen social cohesion and provide an 
enduring legacy” 

According to Oxfam, pubic services of education and. 

health care must lx 

+ universal. meaning that everyone should have access 
to them 

^ Free at the point of use, meaning that users of the 
services should not have to pay or them 

^ public not private, meaning they should be 
provided by the government 

^ able to prioritise services important to women, and 
promote women as workers (see below on women's 
empowerment) 

^ accountable to those they serve™ 


Infrastructure 


Infrastructure is addressed in SDG 6: Ensure availability 
and sustainable management of water and sanitation for 
al and SDG 9: Build resilient infrastructure, promote 
inclusive and sustainable industrialisation and foster 
innovation’ 


Infrastructure and economic growth 
and development 

Infrastructure increases productivity (output per worker) 
and lovers costs of production. Good road and railway 
Systems save time and effort in transporting goods and 
services, allowing more output to be transported and 
production costs to be lowered The availability or 
efletve telecommunications permits faster and casier 
communications, sibling economic activities to be 
‘carried out mors licent. Irrigation contributes to 
higher veda (output per unit of land) and expansion of 
agricultural output 


"The availability of infrastructure alo facilitates 
modernisation and diversification of the economy, The 
growth of electronic communication and data exchange. 
has contributed to more efficient practices and expansion 
‘of manufacturing, financial services and government 
economic activities The availability of power (elect 
allows for increase in worker productivity through the 
on of simple electrically powered machines and 
Safe water sources sanitation and sewerage 
permit countries to diversify into the production. 
‘of processed foods The quantity and quality of 
infrastructure are important for a country international 
competitiveness, because they determine shipping cost 
The availability of ood quality infrastructure also 
attracts fores direct investment, 


Infrastructure proyides services that are esential for 
maintaining a basie standard of living. Safe water 
‘supplies, sanitation and sewerage systems have major 
eects on levels of health of a population, contributing to 
the reduction of avoidable illnewes and premature death, 


“Transport services also affect health and education 
by bringing people in remote rural ares closer to 
‘educational and health facilities Transport increases 
‘employment opportunities by allowing the movement of 
people across longer distances, thus increasing incomes 
and contributing to the alleviation of poverty. It also 
facilitates acces to markets, reducing the time and costs 
of transporting good Tue availability of transport can. 
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be crucially important to integrating people in remote 
and isolated rural areas into the market economy, 


Availability of water supplies, along with infrastructure 
supplying energy (electricity and gas), have major 
impacts on reader equity. When these services are not 
available, women and girls are forced to spend a large 
proportion of their time carrying water and fuelwood: 
in some African countries these activities take as much as 
two-thirds of women’s household time, The availability 
^ piped water supplies, and electricity and gas, by 

ing time, increases school enrolment among giris 
In the case of women, the availability of thse services 
leads to increased employment outside ths home, and. 
reduced fertility (wer children inthe family) and hence 
reduced poverty 


In addition, the availability of sate energy sources 
electricity and gas) results in less indoor air pollution 
{arising from the burning of polluting fuels for cooking 
and light), with strome positive effects on the health of 
women and children, who spend more time indoors 
The introduction of irrigation over large areas, by 
increasing yields (output per unit of land) similarly 
increases incomes and contributes to raising people 

out of poverty Construction and maintenance of 
infrastructure contributes to creating employment 
opportunities for the people who work to construct 
ond maintain the facilities, thus also increasing 
incomes. The employment-creating effects are especially 
strong in the case of labour-intensive methods used to 
build roads. 


1 Discuss how 
5 tax policies, 
b transfer payments, and 


c minimum wages can be used to 
redistribute income, 


2 Examine how the contributions of 
a education programmes, 
b health programmes, and 


c provision of infrastructure con contribute 
to economic growth and development, 


20.5 Foreign direct 
investment and 
multinational 
corporations (MNCs) 


EARNING OBJECTIV 


Foreign direct investment (FDI) is investment by firms 
‘bused in one country (the home country) in productive 
activities in another country (the host country) with 
control of at least 10 per cent of the firm in the host 
country, A firm that undertakes foreign direct investment 
is referred to as à multinational corporation (MNO), 
than one country. A 
om composed of a legal entity 


poration’ is a type of 
‘that is separate from the individuals who own it 


The scope and growth of 
multinational corporations 


Multinational corporations run business operations in. 
both the hore country and in other (host) countries, 
Historically, MNCs have been active since about the 
midi: of the 19th century. Their importance grew in 
the 1980s when US multinational stepped up their 
investments in Europe as part of European post-war 
reconstruction. In the last several decades their growth 
has been explosive. In the early 1990s, there were an 
estimated 37000 multinational corporations globally 
by 2009, they had increased to 82000 and employed 80 
million people in their foreign affiliates alone. 

For most ofthe 20th century, FDI originated in developed 
countries and was also directed mainly towards developed 
countries Since the 1980x. developing countries have been 
receiving an increasing share of inflows, approaching half 
of the total annual FL inflows as Table 20.1 indicates 
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Table 20.1: Geographical distribution of foreign direct 
investment inflows, 2017 


The larger of the multinational corporations are 
enormous in size. In 2017, the top ten ncial 
multinational corporations (ranked by ize of revenues) 
by revenues of more than USS2,7tillion 


‘Multinational corporations are estimated to produce 
13% of global output, nearly two-thirds of which is 
in the home country and the remaining thie in their 
foreign afiliatex They account for more than half of 
world exports and nearly half of imports” 


Yet FDI remains a small share of total private investment 
in developing countries: total investment by local 
firms lends to be far grat tlian total investment by 
‘multinational corporations. This raises an interesting 
question. IE FDI forms only a small share of total private 
investment in developing countries, why is it the subject 

of heated discussions and controversy? The answer is that 
FDI is qualitatively very different from local investment, 
because f the very large size of MNCs their significant 
economic and political power, and their superior technica! 
and managerial expertise, know-how and technologies 


Foreign direct investment is the most important 
source of foreign finance flows to developing countries 


asa whole, However, for many low-income developing 
countries that are almost completely bypassed by MNCs, 
foreign ai is the main source o foreign finance 


Why MNCs expand into economically 
less developed countries 


Multinational corporations expand into developing 
countries (as elsewhere) in the hope of securing higher 
profits Developing countries offer possibilities or. 
MNCS to: 


* Increase sales and revenues. Some developing 
countries have large or rapidly growing markets 
(for example, Chiu, India and countries in Latin 
America), which offer the potential for large 
increases in vales and revenues 

* Bypuss ose barriers, Producing in countries with 
trade batters allows MNCs to bypass these and 
secure acces to local market, 

^ Lower costs of production. Labour costs take up. 
‘large proportion of total production costs, and 
developing countries generally have lower labour 
costs than in developed countries. This is a key 
reason for example, why the United States has 
‘multinational corporations operating in Mexico. 

+ Use locally produced raw materials If an MNC 
needs raw materials in the form of natural resources 
for its production, iti far Jess costly to obtain 
"hens locally than to import them, on account of 
transportation co 

^ Further their actis in natural resource extraction. 
Some MNC» specialise in the extraction of natural 
resources (cil aluminium, bausit,et.). Many 
devclopig countries are very rich in natural 
resources (for example in Africa) and therefore 
itie natural for MNCs to want to locate in such 
resource-rich countries 


Developing country characteristics that 
attract multinational corporations 
Multinational corporations are highly selective in 
their choice of hosts They prefer to invest in countrie 
providing them the freedom to pursue their economic 
interit with the least amount of government 


H nance Online Hips franceses ot /tp D chest companies nthe war 201 by eoe The top ten non Fane 
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interference, in a safe economie and political 
envionment that mininases uncertainties and potential 
risks of losses on the investments They look for: 


^ politia stability and a stable political environment 
^ astable macroeconomic environment: low 
inflation, stable currency, acceptable levels 
of foreign debt, absence of major balance of 
ovments problems 


^ favourable tax rules (to ensure low tax payments) 

^ weak labour protection laws (to lower the cox of 
labour) 

^ a liberalised (free market) economy nd trade policy 
with an emphasis on exports 

lange markets 

^ rapid economic growth end expectations of 
continued rapid growth 

^ wellfunctioning infrastructure, including 
transportation and communications, to facilitate 
imports and exports 

^ arwelleduced labour force, 

ois easy to ae that the rapid growth of FDI around 

the world in the past several decades has been driven 

by the liberalisation of the global economy and 

domestic economies of many countries Since the 

1980, as developing countries turned more and more 

Toward the market MNCs have found it proi 

establish affiliates in hospitable foreign countries that 

accommodate their goal, 


Advantages and disadvantages 
of FDI for economically less 
developed countries 


‘Multinational corporations are prfi-iceking entities; 
they are not organisations concerned with the growth 
tnd development problems of developing countries, Why 
then do developing countries view them as a mechanism 
that can help accelerate growth and development? 


Potential advantages of MNCs for host 
developing countries 


* MNCs can supplement insufficient oce. 
exchange earnings. Investment funds flowing into 
a country from abroad appear as credits in the 
financial account, and can help offset a current 
account deficit, As the activities of multinational 


orporatios are usually export oriented, increased 
export cists positively affect the current account. 

+ MNCs cam supplement and improve upon local 
snical skis, management skills and technology. 
When multinational corporation set up aia, 
they bring with them technical and managerial 
experts, as well as new production technologies 
‘wich can be learned and adopted by the local iabour 
Force (workers and managers and local businesses 

* MNCs can supplement insuficient domestic savings 
tnd increase investment and new capital formation. 
The inflows of FDI funds intoa country can add to 
insuficient domestic savings, increasing the amount 
of investment. 

* MNCs ean ead to greater tax revenues inthe host 
country, I nsitinaional corporations are taxed by 
the goverment of the host country, there will be 

* MNCS cam help promote local industry, 

When MNCs buy locally produced inputs, they 
promote the development of local industries, This 
‘may lead to the growth of existing local rms or the 
establishment of new local rms 

* MNCs an increase local employment and 
lp lower unemployment in the bost country. 
MNCS can increase employment by hiring 
local workers 

^ MNCs en lad to higher economie growth in 
the host country Increased levels of invest 
improved technology and increases in human 
capital as well as th promotion of local industry 
‘nd greater tax revenuex can lead to higher 
economie growth in the host country with increased 
possis for pursuing development objectives 


Potential disadvantages of MNCs 
for host developing countries 


Why the benefits listed above might not come about 

* MNCs may not always supplement insuficient 
foreign exchange earnings. While MNCs usually 
bring foreign exchange into the host country. 
they also engage in activities resulting in foreign 
exchange outflows. These include repatriation of 
profits (profits sent back to the host country); or. 
MNC imports of raw materials and other inputs: or 
because they financs their activities by borrowing 
{rom the parent corporation in the home country, so 
they must repay the oan plus pay interest. Therefore 
the net inflows of foreign exchange (inflows minus 
outflows nay be small. 
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MNCs may not improve on local technical skills, 
management skill: snd technology, The reason is 
thatthe links between MNC activities and the local 
‘economy are cho limited, in which case local 

workers do sot have the opportunity to learn from. 

the MNC. Also, MNCs often hine personnel from 

the hone country. 

MNCs may not lead to greater tax revenues in the. 

bost country. MNCs enjoy many tax privileges und 

benefits, often lowering the amount of tax paid, Tax 
benefits are offered as an incentive to attract NINCs — # 
into the host country, Another reason involves 

the practice of amer pricing, which works in the 
following vay. Many MNCs buy inputs from their 

various affiliates in other countries By claiming that 

the prices they paid to buy spats is higher than the 

actual price paid, their profits appear lower Since the 

tax paid is a percentage of profit, lower-stated profits 

mean lower taxes (sometimes significantly lower) 

Tt is estimated thot Lost tax revenues due to transfer 

pricing areis the billions of dollars each year 

MNC may not help promote local industry. 

The operation of MNCs sometimes forces 

local competing firms to go out of business, oF 
alieratively does not permit new local firms to . 
establish themiclves in industries that are directly 


MNCs may not help lower unemployment in the 
host country. I, as noted above, MNC prevent the 
development ol local 
impact will be limited. 
may sometimes import into the host country capital- 
logies that are inappropriate to local 
conditions, thus contributing to unemployment and 

the growth of the inforinal economy (However, some 
MNCs engage in laboursintensve activities that make * 

ive use of cheap local labour) 


Further posse negative effects of MNCs 


MNCS ard environmental degradation. MNCs often 
pursue activities that cause serious environmental 
degradation. Preferring to invest in countries with 
few environmental restrictions, they are known to 
engage in activities that have caused tremendous 
environmental damage. One of the greatest disasters 
caused by MNCs involved an explosion t a Union 
Carbide plant in India in 1984 that killed more 

than 20000 people and left more thun 100000. 

with serious and permanent beolth problems. 
While destruction on such a scale is unusual, 


there are numerous well-documented cases of 
MNC undertaking environmentally unsustainable 
activites. Moreover, MNCs are responsible for the 
production of the bulk of industrial pollutants 
(such as chlorofluorocarbons, a main cause of 
‘ozone depletion, as well as pesticides, plastics, 
petroleum, industrial chemicals, and many others) 
T has been estimated that since 1988, 100 MNCs 
have been responsible for more than 71 
greenhouse pas emissions" 

MNCS promote inappropriate consumption patterns 
in developing countries Critics charge that MNCs, 
through advertising, create new consumption 

needs and promote inyppropriae consumption 
patterns. This charge applies to the ole of MNCs 
in developed countries as wel, but what makes it 
more powerful u the case of developing countries is 
‘that populations plagued by hunger, malnutrition, 
disease and lack of basic services can less afford to 
nd their small incomes on unnecessary goods 

ile their basic needs remain unsatisfied. Examples 
include consumption of sof drinks, sweets, fast 
foods, white bread, expensive brand name goods, 
and many others 

MNCs may use government resources to build 
infrastructure needed by MNCs rather than 

for poverty alleviation, MNCs sometimes 

require infrastructure (road systems, ports, 
Melecommunications ete.) which the developing 
country must make available iis to become 
attractive as a host country, To build these types of 
infrastructure. it ruy have to shift some of is scarce 
resources away from needed merit goods (clean 

Water, sanitation, schools and health care services) 
and towaud infrastructure for MNCs 

MNCs may we their economic and political power 

o bring about policies that may work against 
economie development, The very large size of many 
MNCS gives them exceptional economic and 
political power that they can use to influence host 
governments to pursue policies that are in their 
‘own interests but against economie development. 

For example, MNCS are interested in investing in 
countries that have weak labour protection laws, 
since this results in lower costs of production; and 
‘they are interested in investing in countries with 
Weak environmental regulations, as this allows 
them o avoid costs esrocited with environmental 
protection, When the interests of MNCs and 
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those of developing countries conflict, developing 
country governments fd themselves in à weak 
bargaining position because if they do not give in 
to MNC demands, they will ose the investment. 
to another developing country that is more 
willing to compromise For example, in Peru, a 
mining company pressured the government not to 
undertake health tests for children living close to the 
mining operations 

+ Competition between developing countries to 
host MNCs and the "rac to the bottom’, Miny 
developing countries compete with cach other over 
Which will create better conditions to attract MNCS, 
Yet MNC demands may conflict with what isin 
a country's best interests, This has been termed. 
“the race to the bottom’, becuse the desire to host 
MNCs may involve sacrifices in terms of needed 
policies for growth and development, 


m INC 


3 o» Describe foreign direct investment (FDI) 
‘and multinational corporations (MNCs) 


b Explain why MNCs have an interest in 
‘expanding into developing countries 


ly small sharo in 
ment in developing 
»plain why MNCs ara a 
highly controversial topie. 


2 a Outline characteristics of developing 
countries that MNC: look for when 
deciding where te invest 


b Suggest why low-income count 
receive negligible amounts of fon 
direct investment. 


€ Outline what factors account for 
the massive growth in foreign direct 
investment in developing countries in 
recent years. 


$ Discuss advantages and disadvantages of 
MNCs in developing countries, 


4 Outline why some observers refor to the 
competition between developing countries 
to attract MNCs as the ‘race io the bottom" 


20.6 Foreign aid 


QERRNING OBJECTIVE 


RY 
TU 
ES 


SDG 17:2 (goal 17, target 2) states: "Developed countries 
to implement fully their official development assistance 
commitments, including the commitment by many 
developed countries to achieve the target of 07 per cent 
‘of ODA/GNI to developing countries. 


Foreign sd is defined as the transfer of funds or goods 
and services to developing countries with the main 
‘objective to bring about improvements in their economic, 
social or political conditions Figure 20.2 providing an. 
‘overview of foreign aid, shows that for such transfers to 
be considered as foreig ve, they must be 


+ concessional which means that the transfers involve 
‘more favourable conditions than could be a 
in the musket. Ifthe aid involves loans, 
are lover and repayment periods are long 
borrowers would get in commercial banks, Alo, 
‘he aid may involve granis, which are gifts of either 
money or goods and services that do not need to 
be repaid. 

^ They must be non-commercial, meaning that they 
must not involve buying and selling (commerce) or 
other activities concerned with making a profit 
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Figure 20,2: Overview of fora aid 


Figure 20.2 also shows what does nor account as 
foreign aid, for exasyple military aid, peacekeeping, 
refugee assistance, and others, These activities are not 
included under foreign ai’ because they are not directly 
concerned with bringing about improvements in the 
economic, social or political conditions of developing 


Under "Who offers foreign aid' in Figure 20.2, we 
there are two sources of aid. The first is Official 
Development Assistance (ODA), provided by 
developed country governments, and the second is aid 
provided by non-governmental organisations ( NGOs). 
All providers of aid are referred to as donors of 
aid: the developing countries that receive the aid are 
"recipients 


Under “Types o 
there are two main categories of ai 
development, 


foreign aid" in the figure, we see that 
humanitarian and 


Humanitarian aid 

Humanitarian aid involves aid extended in regions 

Where there are emergencies caused by violent conflicts 
or natural disasters such as floods, earthquakes and 
tsunamis, They are intended to save lives, to ensure 
access to basic necessities such as food, water, shelter and 
health care, and to provide assistance with reconstruction 
Work in order to help displaced people cope 
Humanitarian aid is extended by donors through grants 
(sending money ax a gi) or through goods-in-kind 
(ood, medical supplies, blankets, ete.. 


Development aid 


Developnvent aid is intended to help developing. 
‘countries achieve their economic growth and 
development objectives It may involve financial 
support for specific projects, such as building 

schools clinics, hospitals, irrigation systems or other 
agricultural infrastructure; financial support to sectors, 
such as education, health care, agriculture, energy, 

the environment, or others: technical avnistanee in the 
form of technical advice by specialist such as doctori, 
teachers, agronomists, or others; as well as debt relief 
(to be discussed below). 


As Figure 20:2 indicates development aid is extended by 
donors through gents or through concessional l 
term loans as weil as debt forgiveness, 


Humanitarian id and development aid are offered by 
both ODA ird NGOs Whenever it involves financial 
inflows, these enter as credits in the balance of payments, 
^ri in foreign exchange and helping countries 
‘flit possible deficits in their trade balance 


Official Development Assistance (ODA) 

Official Development Assistance (ODA), all of which is 

public in the sense that it comes from government funds, 

form the largest part of foreign aid. Most ODA funds 

(nearly three-quarters) take the form of grant, 

ODA funds reach developing countries in three ways: 

^ through bilateral cid. which is the most important 
way — funds ro directly from the donor government 
o the developing country recipient; examples of 
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bilateral aid agencies are USAID (US Agency for 
Internal Development) in the United States und 
DFID (Department for International Development) 
in the United Kingdom 

^ through rutiltera aid, going indirectly from donor 
goveroments to international organisations, which 
transfer the funds to developing country governments 

^ through NGOs - donor governments transfer ODA. 
funds to NGOs which spend them in developine 
countries 


The donor countries include most of the members 
of the Organization for Economic Co-operation 
and Development (OECD), some members of the 
Organization of the Petroleum Exporting Countries 
(OPEC), and more recently also some eastern 
European countries, 


International organisations providing ODA include 
United Nations agencies, ingl-ssue funds like the 
Global Fund to Fight Aids, Tuberculosis and Malaria; 
the Internationa! Development Association (IDA, 
iisation of the World Bank”), regional 
development hanks (such as the European Bank for 
Reconstruction and Development (EBRD), the Inter- 
American Development Bank (IDB): the Internationa! 
Monetary Fund (IMF) assistance for debt relief under 
‘bt relief initiatives 


Donor motives for providing ODA 
Donor countries are motivated to provide sid through 
ODA fora variety of reasons: 


^ Political und strategic motives, For example, during. 
the Cold War, the United States provided aid to 
restrict the spread of conununism. The Soviet 
Union provided aid to communist states as well 
us some non-communist states with communist 
leanings European powers provided aid to their 
former colones, Often aid has been used to support 
regimes in developing countries that are considered 
tobe 'friendly’ to the interests of the donor 
governments 

^ Beomomie motives. Developed countries often 
regard it to bein their interest to assist countries 
‘with which they have strong economie ties For 


example atach of Japan's aid is directed towards 
neighbouring countries with which it has strong 
trade and investment links The practice of tied aid 
(to be discussed below), is an important example of 
economie motives of donors 

* Humanitarian and moral motives, Some aid is 
provided on humanitarian grounds for short-term 
emergency assistance, such as in the case of famines, 
wars or natural disasters, Concern about the extent 
of poverty in developing countries is a motive for 
allocating aid funds for long-term development 
purposes. 

Asa result of these priorities of donors aid funds 

do not go to the countrics that need them the most 

To fact, middle neon leveloping countries receive ten 

times as much aid pe person in extreme poverty as lower 


Private (civil society) aid: non- 
governmental organisations (NGOs) 


"Non-governmental organisations (NGOs) are the second 
{ype of aid lowing into developing countries, Like ODA, 
they involve concessional flows, but they are all grants 
(here are no loans that must be repaid). 


"The World Bank defines NGOs as ‘private 
‘organisations that pursue activities to relieve sulle 
promote the interests of the poor, protect the 
environment, provide basie social services, or undertake 
community development! NGOs are "private in 

the sense that they are not part of any governmental 
structure: they ave not private in the sense of being 

part of the market system, NGOs are an expression 

of civil society, and as such are often referred to as 
comprising a third sector (he first and second being the 
goveroisent and market sectors). 


NGOs include a wide variety of organisations, such 
as charitable organisations, non-profit organisations, 
nationally based groups with a national or 
international reach, locally based community groups, 
or grassroots organisations, and they may operate in 
developed or developing countries (or both). Among. 
the better-known international NGOs (INGOs) are 


9 The Intnational Development Association [DA is part cf the World Bank but t ff the poorest af developing countries conces 
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Amnesty International, Gre-upeace, Oxfam, Save 
the Children and World Wide Fund for Nature, also 
known as the World Wildlife Fund (both abbreviated. 
as WWF). 


NGOs in developing countries have grown massively 
in numbers ard in involvement since the 1980s. Itis 
estimated that developing countries now have several 
fens of thousands of national NGOs, and several 
hhyudreds of thousands of community-based NGOs A 
growing number of these now have consultative status 
with United Nations agencies; from 41 in 1940, the 
number of NGOs with consultative status today is in 
the thousands, Most of these are small lal groups 
pursuing development objectives wit a relatively 
small community. 


NGOs obtain their funds fror private voluntary 
contributions including private sector corporations 
and, increasingly, from bilstesal and multilateral ODA 
funds In other words. more and more of ODA funds 
tre channelled through NGOs, particularly in the case 
fof humanitarian asistance, The reason for this is that 
NGOs ean periorm functions that are not performed as 
effectively by national govern 


vast range of activities, including 
n aid in times of crisis, 
motion of sustainable development, promotion 

of community development, service delivery, poverty 
alleviation, protection of child health, promotion of 
women's sights, promotion of small-scale entrepreneurs, 
support of the poor in the informal sector, provision 

of technical assistance to small farmers, provision of 
credit to poor people (microfinance), research activities, 
political advocacy, support fer people's movements, 
and more, 


Evaluating foreign aid 


Arguments in favour of Official 
Development Assistance (ODA) 


Aid and the poverty eyele 
“To emerge from a poverty cycle (Chapter 19), poor people 
and poor communities need the government to itezvene. 
by undertaking the necessary investments in physical, 
Puman and natural capital. I the government does not 
have enough tax revenues, the only way ae country, or 
community within a country; cun ccipe the pov 

Cyle is through foreign aid that makes up for the lack 


of savings. Vers poor developing countries do not have 
enough fonds to make the necessary investments in health 
care, education and basie infrastructure to help people 
escape the poverty cle Therefore, countries can escape 
the poverty cycle if foreign aid provides the missing funds 
for these investments 


Aid and provision of basic services 
Even if a country is not caught in a poverty cyele, 

aid can make resources available for investments in 
health, education and infrastructure, which can help 
poor people improve their employment opportunities 
and improve their incomes, In a number o sub- 
Saharan African countries, foreign aid ix an important 
component of social budgets. Many of these 
programmes contribute to significantly limiting the 
incidence of preventable diseases and reducing infant 
and child deat 


Aid und improved income distribution. 
By fociing on he most disadvantaged groups in society; 
aid can help improve the relative income postions of 
ti beneficiaries and contribute to improved income 
distribution. 


Aid and economie growth 
‘There is strong evidence that aid leads to economic 
growth, because it makes possible increased investment 
‘nd consumption levels, eadin to increased volumes 
of output 


Aid and the Sustainsbie Development 
Goals (SDGs) 

"The provision of uid is crucially important to the 
achievement of the Sustainable Development Goals 
(SDGs). Much of aid is closely linked to the achievement 
goals According to the United Nat 

pment Programme, it will not be possible for 
developing countries to achieve the SDGs without 
enough aid. 


Aid, the debt trap and debt relief 
Countries that are heavily indebted (have high le 
of debt) face serious negative consequences for the 
growth and development, especially when caught in a 
"debt trap’, where they must go on borrowing mor 
and more in order to service old debts (sce below) 
Aid for debt relief helps countries reduce their debt 
burden and releases resources that can be used 


for poverty reduction and economic growth and 
development. 


"T 


Copyright Material - Review Only - Not for Redistribution 


40 Strategies to promote economic growth and economic development. 


Factors that limit the effectiveness of 
Official Development Assistance (ODA) 


A number of factos limit the effectiveness of aid 
as a mechanism (v achieving economic and human. 
development nad poverty alleviation. The most 
important of these include the following. 


Tied aid 
Oncol the most important limitations of the effectiveness of 
ODA fundi is the practic of nied aid, whereby donors make 
the recipients of aid spend all or a portion of borrowed 
funds to buy goods und services from the donor country. 
Tc occurs only in the context of bilateral ‘not multilateral) 
nid, and gives rise to several serious disadvantages: 


^ Recipient countries cannot saek lower price 
alternatives for the goods and services they are 
forced to buy from the donor country, so recipients 
of tied aid face higher than necessary import costs 
* Having to buy specific goods and services ftom the 
donor country often results in buying inappropriate, 
capitaintcusive technologies. 
* Those who benefit from tied aid are usually large 
ms in developed countries whose goods and 
services the recipient countries are forced to buy, 
This is a kind of support for industry of developed 
countries, occurring at the expense of poor country 
development objective 


See Real world focus 202, 


Conditional aid (conditionality) 
Most donors of ODA impose numerous conditions 

that must be met by the recipients of aid, Donors see 
these conditions as a mechanism for forcing developing 
countries to make important policy changes as wel as 

for ensuring that ai funds are used effectively; The kinds 
of conditions vary hom requiring the recipient to pursue 
policies to achieve a greater market orientation (such as 
Privatisation, climination of trade barriers, cc.) to forcing 
the recipient to accept particular projects that the donors 
decide an. Conditional lending creates disadvantages 

for developing countries Donors do not pay sllccat 
attention to the preferences of the government or of the 
population groups the project is intended to bench. Policy 
prescriptions by donors may be incorrect: they raay not 

fit in with the governments development strategy and. 
priorities; and they may weaken the resipient government's 
authority and accountability to its ciizens 


Aid volatility and unpredictability 
"The flow of aid funds (particularly bilateral flows) into 
developing countries is volatile (unstable) and unpredictable. 
"Thus i partly due to changing volumes of aid in donor 
budgets, and changing donor priorities on how to allocate 
aid funds This makes it dificult for recipient governments 
to implement policies that depend on aid funds as they 
cannot be sure if and when funds will be available to 
undertake necessary investments and activities. In very 
poor countries that depend heavily on aid for provision of 
basic services (such as education or health care services), 
disruptions in aid lows can have very serious effects on the 
Welfare of the population groups affected by the aid cuts 


Uncoordinated donors 
In any recipient country there are usually large numbers 

‘of donors (bilateral and multilateral) who finance 
uncoordinated activities, giving rise to numerous 
inefficiencies in the use of aid resources Sometimes the 
numbers of aid-funded projects are in the hundreds. Lack 
‘of co-oudination of such projects results in overlapping and 
duplication of some projects, inconsistencies between other 
projects, and the lack of coherence in the entire aid effort 


Aid may substitute for rather than 
supplement domestic resources 

Aid resources are intended to supplement insullicie 
domestic resources. A posible danger is that 
governments in recipient countries m; 

substitute for domestic resources, and not make 
fort to increase domestic revenues through taxati 
"The evidence on this isi is mixed; Whereas some 
countries have been unable to increase tax revenues in 
spite of growth. others have succeeded in increasing tax 
revenues even s aid increases rapidly. 


Aid may not reach those most in need 
Aid resources are not allocated on the basis of the 
greatest need for poverty alleviation, Donors do not 
allocate aid resources according to country needs, 
focusing instead on promoting their own interest, As 
noted by the US Congressional Research Service, aid can 
act as both carrot and stick and isa means of influencing 
events solving specifie problems and projecting US 
values’, In addition, recipient country governments may 
not be genuinely committed to poverty alleviation: they 
may lack the necessary expertise to design and implement 
poverty alleviation policies: tied aid may favour projects 
that are not appropriate for poverty alleviation; donors 
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may select projects that are noi the most efective from 
the point of view of poverty alleviation. 

Aid may be associated with corruption 

Corruption involves misuse of aid funds by recipient countries, 
and is a key problem associated with the provision of aid, 
Corruption is a reflection of the degree of transparency 
and accountability in public affairs, and tends to be more 
prominent the lower the per capita income of a country 


‘Th: quantity of aid and poverty alleviation 
SDG 17.1 (goal 17, target 2) states Developed countries 
To implement fully their oficial development assistance 


commitments including the commitment by many 
developed countries to achieve the target of 0,7 per cent 
of ODA/GNI to developing countries... 


‘Donors have repeatedly promised to allocate 0.7% of 
their GNI for ODA, however only a few meet this target. 
Since those that do not are among the larger and wealthier 
donors, it means that overall ODA funds are far less than 
the target amount. If rich countries fail to follow through 
on their commitments, developing countries will be 
"unable to make the investments in health, education and. 
infrastructure needed to improve welfare and support the 
economy on the scale required to achieve the SDG% 


Tied aid 


bx 


the tying of aid, pro 
for monay lov services, goods, or works 


in 2018. Howeve 


Statos with 95% tied aid, Aus 
90%. According to a senior officer 


In response to Ok 


support in denor countries 
of public funds towards development. 


Applying your skills 
Re 
any of this is tied aid, explore the consequences. 


The OECD defines tied aic as loans or grants offered ‘on the condition that 
it be used to procure goods or services from the provider of the aid’ iv has 
unsuccessful y advocating for the untying of aid since 2001. i claims 
that the cost of è cevelopment project can increase by 15%-20% due to 
ing recipient countries from receiving good value 


Tho OECD notes that untied ald increased from 41% in 1999-2001 to 79% 
these figures are disputed by tho European Network on 
Debt and Development, which claims that if tho informal tying of aid is 
icluded almost half of total aid i tid, The worst offenders are the United 
ia with 93% and tho Unite 


"Tho procurement of goods and services accounts for almost alf of tho aid 
spent by governments amu the world according to our estimates, So it 
is a huge proportion of oid budgets, totaling $55 billon in 2015. Many of 
these donors regulary acknowledge that untied aid is the way to achieve 
maximum impact in the fight against poverty and inequalities However, 
‘our report shows that they often fail to practice what they preach. ^ 


CD recommendations that member countrias unti 
Japan resporced by arguing that "ed aid is more likely to receive publie 
which in turn helps us increase the support 


rch a developing country of your choice that is highly dependent on foreign aid. Investigate whether 


Kingdom with 


Figure 20.3: Port Sudan, 
A docker unloads a bag of 
sorghum (cereal) fram a ship 
carying humanitarian aid 
supplies provided by the US aid 
1, agency USAID; the shipment will 
be distributed to aver a milion. 


Sudanese in need of assistance 


Sources: brps //opinioninquirernet, 
‘tps //euroded ora 
wwdevexcom. 
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Advantages of NGO: why NGOs are 
growing in importance 

More and more base and multilateral donors of 
ODA are chanzelüng their funds through NGOs because 
Of their ability to perform some functions better than 
developing country governments, The reasons for betler 
performance elude: 


Strong anti-poverty orientation of activities 
NGO activities are for the most part concerned with 
reaching poor people and helping them emer from 
their poverty. Governments often have difci in 
aching the very poor; NGOs have an advantage 
by working very closely with commuoities of poor 
people and responding to their panicular needs as 
these arise in their own particular economic, social and 
environmental conditions 


Working closely with project beneficiaries 
One of the strongest advantages of NGOs i that they 
work closely wit their beneficiaries, involving local 
people inte design and implementation of development 
projects, Involvement by local people allows them. 

to participate in deciding what problems should be 
aditised and how they should be solved, and gives 
then a sense of ownership and commitment to the 
project, contributing preally to success, 


Contributing to democratisation, advocacy and 
raising public awareness and support 

Such participatory practices contribute to a process of 
democratisation, which can be important in countries 
that do not have democratic institutions. Poor people 
‘usually lack political voice and representation, and thei 
concerns are not heard at higher government level 
NGOs play an important leadership role in acting as 
advocates on publie policy issues, and ensuring that poor 
peoples concern: are heard. 


Offering expertise and advice 
International NGOs accumulate experience from a 
Yaricty of countries and local settings, many of which 

iv be relevant and transferable to similar settings 17 
ther countries. They recruit experts in a variety of areas 
în accordance with need, and the experts are highly 
motivated out of a strong commitment to the objectives 
of the NGO with which they are alite 


Ability to be innovative in pursuit of solutions 


Unlike governments which often take a uniform. 
approach to problems, NGOs, by working closely with 


their beneficiaries, can be more creative and innovative in 
devising sojtions to very specific problems that arise in 
local seiingi 


NGO: have a greater freedom than governments to 
‘use their expertise and technical knowledge to assess 
problems independently and arrive at suggestions for 
solutions NGOs also enjoy more freedom because the 
activities are not subject to the conditions often imposed. 
by donors of aid (conditionality); and they are not 
subject to the restrictions associated with tied aid. 


Enjoying the trust of beneficiaries 
Poor people are often highly suspicious and mistrusting 
of government officials 2nd administrators feeling at 
best neglected and at worst exploited. NGOs sometimes 
enjoy greater trust than governments, because of their 
close relationship with project beneficiaries, and their 
commitment c solving problems at grassroots level 


Criticisms of NGOs 


Small size and weakness of many NGOs 
NGOs may be too small and weak to be able to play an 
important role as agents of change and development 
They often have limited resources, and may face 
difficulties in attracting skilled personnel, so that the 
effectiveness of their projects may be limited. 


Possible loss of independence due to growin 
dependence on geverusments und aid agencies 

for funding 

One of the potential strengths of NGOs is their ability 
to act independently, free of constraints imposed by 
governments, ait agencies, and bilateral and multilateral 
donors. However, as they become more and more 
dependent on these outside sources for their funding. 
they may lose their independence if they are forced lo 
conform to the demands of funders 


NGOs may attract the best qualified personnel 
away from government 

‘The growing role of NGOs in development creates 
a demand for technical experts and personnel that 
may deprive governments of scarce highly qualiied 
personnel, as NGOs are often in a position to offer 
higher salaries and benefits than the government. 


Challenge to state authority 
Whereas governments generally welcome NGOs that 


complement their acivities in poverty alleviation, they 
often dislike the advocacy role taken on by many NGOs, 
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which may conflict with goverument policy or question. 
its authority, 


The consensus view on NGOs overall is favourable. 
However, NGOs must act in partnership with 
governments, and must not be considered to be a 
replacement of government, Governments have 

crucial roles to play in the development process, which 
NGOs, even under the most favourable circumstances. 
cannot possibly undertake: Governments are essenial 
for establishing an overall policy framework for the 
‘economy, including a framework for sustainable 
development; for providing a legal, institutional and 
regulatory framework for the economy; for pursuing 
policies to ensure economic stability: nd for correcting 
market failures, 


An example of an NGO, the Grameen Bank, which 
provides credit to poor people in Bangladesh, is 
discussed in Real world locus 20.3. 


Debt relief 


SDG 174 (gon! 17, target 4) states Asst developing 
countries in attaining long-term debt sustainability 

through coordinated polices aimed at fostering debt 
finncig, debt relief and debt restructuring 


In Chapter 19 we saw why indebtedness is a major 
barrier to growth and development, In 1982, following 
the buildup of large amounts of debt, the international 
community stepped in with a series of measures to 
prevent developing country defaults These measures 
included debt restructuring, involving new loans by 
commercial banks on better terma such as granting 

new loans that were stretched out over longer periods 

t lower interest rates The lousas were used to pay oll 
some of the old loans, and therefore ease the pain of 
avi to service the debts The IMF gave loans that 
would help cover large and growing current account 
deficit. The loans were conditional in that they were 
made only if the borrowing country government agreed 
to pursue policies prescribed by the IMF including tight 
fiscal and monetary policies, liberalisation policies and 
mckct-bused supply-side polices (see above). The World 
‘Rank also made conditional loans, which also forced the 
borrowing country government to pursue ccororait and. 
trade liberalisation policies to qualify for revetang a loan. 
1m 1996, the World Bunk and IMF began the Heavily 


Indebted Poor Countries (HIPC) Initiative, intended 
to provide debt relief to some highly indebted poor 


countries by cozcelling a portion of their external 
(foreign) debts, The objective was to ensure ‘that no poor 
country fices a debt burden it cannot manage’. In 2005, 
this vos supplemented by the Multilateral Debt Relief 
Initiative (MDRI) which provides 100^. debt relief for. 
debts by the World Bank, IMF and other multilateral 
institutions 


"To qualify for debt cancellation, countries must: 

+ havea per capita GNI below a particular level 

‘+ havea debt level hat cannot be sustained (i. they 
must bein a debt trap) 

* o show evidence that they are following certain. 
elements of IMF sid World Bank policies (such as 
cutting government expenditures and liberalising 
their markets) 

^ commit themselves to pursuing a poverty 
reduction strategy 

‘As of 2019, there were 39 countries eligible to receive 

HIPC assistance, of which 36 were full debt relief 


Debt relief under the HIPC frees up resources that ean 
be spent for development purposes, since the country 
savings from debt reduction must be spent on projects 
that attack poverty. These include development of rural 
infrastructure, providing health services and education, 
creating new jobs, and providing family planning 
services In addition, debt reduction is made part of a 
broader development efort which ensures that more 
money is directed to the needs of the poor than just the 
savings from debt reduction. The result is that spending 
‘on health, education and other social services is on. 
aerae about five times the debt-servie payments that. 
are saved. 


"The HICP toitiative is considered to be a welcome step 
tion of solving the debt problem, but has been 


‘+ Some of the bilateral creditors huve not provided 
‘any relief and the rate of delivery of funds remains 
low. Their participation is voluntary so they cannot 
be forced to provide funds 

* The programme takes effect too slowly, risking that 
the benefits of debt relief may follow too slowly to 
be of much use to the countries 


^ Some measures that are imposed as conditions 
for a country to qualify are too severe, including 
for example, charging fees for schools and 
hospitals, privatizing key public enterprises such as 


2 peior Abou seaheet/Sheets/201/0401/1611/Dab Rell Un 


he Healy indebted Poor Counties itat 


2) 


Copyright Material - Review Only - Not tor Redistribution 


20 Strategies to promote economic growth and economic development. 


electricity and telephone. reductions in government 
expenditures that reduce the provision of social 
services and infrastructure. 


There are mony other countries that are highly 
indebted but which have not been included in 

the HIPC initiative; these countries whose debt 
situation is considered to be more manageable, are 
not poor enough or indebted enough to qualify n 
bssstance, yet still suffer the consequences of high 
levels of debt, but unable to benefit [rom debt relief, 


JR UND. 


foreign aid, using the concept of 
concessional flows. 


2 Distinguish between 
a ODA and NGOs, and 


b humanitarian aid and development 
aid, erpieining in each case what these 
consist of, 


3 Explain some reasons why foreign aid 
may be important to the growth and 
development of poor countries. 


4o» Explain the me 
reasons it limi 


ing of tied aid and tho 
the effectiveness of xd, 


b Describe some other factors that limit 
aid's effectiveness 


5^» Outline the kinds of acivties NGOs 
support in developing countries. 


b Suggest reasons why more and more 
‘ODA is chanallad through NGOs. 


© Discus strengths and weaknesses of NGOs. 
6 Discuss arguments 

a in favour of foreign aid, and 

b against foreign aid 
7 Explain 

^^ the meaning of debt relief, and 


b some advantages of debt cancellation 
for heavily indebted countries. (You 
should refer to Chapter 15.) 
85 Discuss some criticisms of the HICP 
Initiative, 


20.7 Multilateral 
development 
assistance 


EARNING OBJECT 


gm 


Mehiistral development assistance involves lending. 
to developing countries on non-concessiona terms, in 
chr words with rates of interest and repayment periods 
determined in the market. 
‘There re a number of major multilateral lenders to 
developing countries such as: 
^ multilateral development banks, which lend in order 
to support economic growth and development, 
including the: 
© World Bank 
+ African Development Bank 
+ Asian Development Bank 
x American Development Bank 
^ Escopean Bank for Reconstruction and 
Development 
Intemational Monetary Fund (IMF), which 
ends in order to alleviate external payments 
dificultin 
Lending by both multilateral development banks 
and by the International Monetary Fund differ from 
commercial bank lending because they are involved 
with lending for economic development or international 
financial stability. rather than for commercial or 
profit reasons. 
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The World Bank 


The World Bank i 2 development assistance 
organisation that extends long-term loans to developing 
country goveruments for the purpose of promoting 
economic development and structural change. It was 
established in 1944, at the end of the Second World 
War, as part of an effort to help reconstruct Europe. Its 
activities were extended to developing countries from 
Iste 1950s when European reconstruction was completed. 
T is composed of 189 member states that are its joint 
owners It consists of two organisations: 


^ the International Bank for Reconstruction and 
Development (IBRD), which lends on non- 
concessional (ie, commercial terms to middle 
income developing countries, therefore its activities 
nd lending do not form part of foreign aid; by 
far the greatest part of World Bank lending for 
development purposes (about 757) is offered by the 
IBRD, and for this reason the World Bank, for the 
most part, is wot considered to be an aid agency 

* the Iniemastional Development Association (IDA), 
established in 1960, which has similar activities to 
the IBRD but extends loans to ow income countries 
ovi highly concessional terms. 

‘The IBRD and IDA are complemented by three 


additional organ ‘that focus mainly on private 
investments in developing countries." 


The importance of the World Bank ax a development 
sistance organisation lies mainly iu 1 role as a lender 
of funds to governments, and therefore focuses on the 
roles of the IBRD and IDA. 


Brief history of World Bank activities 


n the early years of its involvement with developing 
countries, the World Bank focused on lending for the 
development of infrastructure, such as energy, transport 
telecommunications and irrigation. 


By the early 1970s the World Bank had turned 
uttention towards poverty alleviation. It grew 
exormously through an expansion of its funding and 
technical personnel, and greatly stepped up its leading 
to developing countries. It redirected a portion of its 
lending towards poverty alleviation, promising to help 
the poorest 4% of developing country populations 


through projects focusing on water supplies, sanitation, 
education, health, employment, and more. 


At the end of the 1970s and in the early 1980s, the Bank 
focus changed once more to a new type of lending 
structural adjustment loans (SLs) intended to change 
the course of policy-making in developing countries 

by reducing government intervention and promoting 
competition and the ole of markets Tt was believed that 
a strong market orientation of the economy would help. 
developing countries expand their exports and increase 
ther rates of prow, 


Loans were intended to provide assistance in areas ike 
the removal of price controls: interest rate liberalisation 
(freeing up of interest sates; trade liberalisation 
(lowering and eliminating tariff and other barriers 

to trade): eliminating restrictions to new foreign. 

direct investments (by multinational corporations: 
privatisation (aimed at reducing the size of the public 
sector): deregulation (aimed at increasing the scope of 
miei forces); cuts in government spending (to reduce 
‘budget deficits); and others. Acceptance of the measures 
included inthe loans was a condition that had to be met 
in order for a country to qualify for a foun, 


By the 19901, SAL had come under very strong, 
and widespread criticism because of their negative 
consequences on developing country economies, 
(Sec the section above The effets of economic and. 
rade lberalisatin ) 


Current World Bank activities 


Since the mid- 19505, the World Bank has again shifted 
towards a poverty orientation, and has committed 
itself to helping countries achieve first the Millennium. 
Development Goals and more recently the Sustainable 
Development Goal. It poverty-oriented projects are 
meant to be environmentally sustainable; they must not 
give rise to environmental destruction, and whenever 
Possible they must also improve upon the quality of 
the environment, 


In addition, the World Bank has changed its views on. 
the appropriate role of government in economie growth 
and development. According to the new perspective, 
poverty alleviation requires intervention by governments 
in many areas: education, health care, public health, 
infrastructure (water, sanitation, transport, irrigation, 
and many others) access to credit by the poor; land 


9 These are the Intemational Frar 
vesinent Guarantee As] IGA) 


Corporation (FC, International Centre for Stare cf Irvestment Disputes (CSI), and Mululateral 
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reforms for a more equitable distribution of agricultural 
land: policies to reverse om ronmental degradation; 
polices to help the povr escape the poverty cycle 
policies to promote vender equity (These issues had been. 
ignored by SAL, with negative consequences for income 
distribution, poverty and the environment.) 


The World Bank is also paying increasing attention 
to the need for institutional development, based on 

the idea that markets need institutions that provide 
ecation and health services; ensure availability of and 
access to necessary infrastructure (water, sanitation, 
transport, ete); provide an effective and equrtable 
taxation system; ensure access to credit hy all who 

neod it; secure property and land rights; minimise the 
possibilities for the exercise of corruption; empower 
women and other disadvantaged groups; promote 
appropriate technology development and innovation; 
five a political voice to the economically weak; ensure 
tnd promote competition, and more 


Evaluating the role of the World Bank 


Some of the more important issues include the following: 


ical and environmental concerns, In the carly 

years it was criticised for implementing socia 

“unsound projects (such as building hydrocl 

dams that displace indigenous people), a well as 

environmentally unsustainable projects (sach as 

building infrastructure that destroys the natural. 

wirontent and local ecosystem). i recent years, 

the World Bank has become far more aware of 
the social and environmental implications of the 
projects it funds, and currently males greater 
efforts to ensure that project objectives are 
consistent with the SD. 

* World Bunk yorsrsance dominated by rich countries, 
The World Rank is owned by its 189 member 
sates; however, voting power in its governance is 
determinas by the size of financial contributions 
made by each country to the organisation, which are 
in proportion to the size of each economy, giving far 
rester power to rich countries, Crides argue tha! 
decisions are made without due regard for the needs 
and wishes of developing countries 

^ Excessive interference in countries’ domestic affairs. 
Critics argue that the World Bank interferes 
excessively in the domestic policy affairs of 
developing countries 


^ Conditions? assistance (lending). Conditional 
assistance (or conditional lending) refers to the 
imposition of conditions that must be met by 
borrowing countries to qualify for a loan. (It is 
also one of the problems of foreign aid: see above 
‘The imposition of conditions is a mechanism for. 
inducing policy changes It is problematic because 
it deprives countries of control over their domestic 
economic activities, 

^ Inadequate attention to poverty alleviation, 
Although the World Bank has in recent years 
turned its attention to poverty issues critics argue 
‘that itis not doing enough to meet the challenges 
of extreme poverty io developing countries by 
not allocating enosgh funds for loans intended to 
meet the nese! investments in education, health 
services, und infrastructure (clean water supplies, 
sanitation. ete.) In addition, it has been criticised 
Tor noi doing enough in the area of debt relief 
through the Heavily Indebted Poor Countries 
(HPC) Initiative (see above). 

+ Excessive focus on market-based supply-side 
policies. The World Bank's World Development 
Report, 2019 has been criticised by the 
International Labour Organization for focusing 
excessively on increasing flexibility in labour 
markets, which in the ILO's opinion is 
necessary, while ignoring the negative effets on 
workers? (see Chapter 13). Further it has been 
criticised for encouraging land grabs throu 
privatisations and Ln takeovers that displace 
poor farmers (see Chapter 19). 


The International 
Monetary Fund 


The international Monetary Fund (IMF) is a multilateral 
financial institution that was established jointly with 
the World Bank in 1944 with the original purpose of 
ending to countries experiencing balance of payments 
deficits under the system of fixed exchange rates that 
existed at the time. Its objectives have changed over 
the years in accordance with the evolution of the 
international financial system, AC the present time, 

the IMF is composed of 189 member countries, Is 
purpose is to oversee the global financial system, 
follow the macroeconomic policies of its member 
countries, stabilise exchenge rates and help countries 
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that experience difficulties sang their international 
payments by extending them short-term loans on 
commercial (ie. nop-concessional) terms 


Activities of the International 
Monetary Fund 


Inthe first two decades of IMF's existence, more than. 
half of its lending was to developed countries Is rol in 
developing countries grew with the debt crisis beginning 
‘nthe 1970s and 1980s, This was the time when masy 
poor oil-importing countries developed serious balance of 
Payments difficulties as a result of dramatic vacreass in oil 
import expenditures. During the 1990s, tbe IMF expanded. 
lending to transition economie: in central and eastern 
Europe and the former Soviet Union. Since 2008 its 
lending has increased significantly to countries around 
the world as result of internauonal payments difficulties 
brought on by the plobe! financial crisis including some 
developed countries (Crees, Iceland, Ireland, Portugal). 


“The loans provide! by the IMF usually come with a 
package of policies that the country must adopt as a 
condition for seceiving the loan (another example of 
conditionality). These policies, known as stabilisation. 
policies, vary from country to country, but typically 
incide the following: 


ontractionary monetary policy, through increases 
interest rates intended to lower aggregote 
demand, reduce the level of economic activity and 
reduce demand for imports while encouraging 
lows of financial capital, thereby helping the 
lance of payments position. 

^ contractionary fiscal policy, also intended to lower 
‘aggregate demand and reduce the level of economic 
activity, througl 
(including cut 
health services, education, infrastructure, ete.) and 
cuts in food and other a well as increases 
în taxation, and the imposition of fees for schooling 
and health care services" 

f curreney devaluation or depreciation, intended to 
iscourape imports and encourage exports and help 
the balance of payments position 

cuts in real wages (ie. wages after taking mto 
account the impact of price changes io lower costs 
fof production as a market-based supply side policy. 


* liberalisation policies, such as eliminating or. 
reduci controls on prices interest rates, imports 
and foreign exchange, to promote a free market and 
fice trade environment, 


Evaluating the role of the International 
Monetary Fund 


The IMF is far more controversial than the World 
Bank, and is subject to more intense criticism due 
o the negative impact on countries resulting from. 
its stabilisation policies While it shares some of the 
criticisms against the World Bank, the main criticism 
focuses on the harshness of the measures imposed on 
borrowing counts 
* IMF governance dominated by rich countries, 
As with the World Bank voting power in its 
governance iv in proportion to the size of each 
economy, giving rich countries far greater power. 
in decision-making. 


^ Excessive interference in countries" domestic affairs. 
Even more than in the case of the World Bank, 
critics argue that IMF interference in domestic 
economies is too great. 

* Conditional lending (conditionality). Countries 
have been forced to accept harsh conditions 
running counter to their growth and development 
objectives 

^ Damaging effects on developing countries, 
Stabilisation policies buve the impact of lowering 
economie growth, vilen creating a recession with 
increasing unemployment and increasing levels of 
poverty. Cuts in real wages where wages are low 
to begin with, cuts in government spending on 
merit goods and food subsidies on which many 
poor people depend for their physical survival, 
imposition of fees for schooling and health care 
services among people who cannot afford them, 
along with the increases in poverty that arise from 
liberalisation policies are wholly inconsistent with 
economie growth and development objectives, with 
huge human costs. 

^ IMP stabilisation policies based on a flayed concept 
Some economists argue that in addition to the 
human cost, there may be something fundamentally 
Wrong with the IMPs approach. Experience 


Counties with serius balance vf payments prblems sles typically face large government turiget defit (an exces af government 


spending over gerent even 
‘venues in ardar to reduce the siea cf the budget delieh 


and so an addtional cbjecive of ete politi fo reduce gevetnan spending and increase 
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shows that many counties that have tried the IMF 
programme suffer not only increasing poverty but 
also low or negative rates of growth, and therefore 
are unable to row out of their balance of 
payments difcultes or external debt problems, 
{See Real world focus 17.1.) 
M should be noted however that in recent years there are 
indications that the IMF has moderated the harshness 
ofits policies. An article entitled "Neoliberalism: 
Oversold?" states 


‘Instead of delivering growth, ome neoliberal 
policies have increased inequality, in uen 
jeopardizing durable expansion 


Referring o three ‘disquieting conclusions” the article 
states that 


* ‘The benefits in terms of increased growth seem 
fairly dificult to establish when looking at a broud 
group of countries, 

* The costs in terms of increased inequality are 
prominent 

^ Increase inequality in turn hurts the level and 
sustainability of growth. Even if growth isthe 
tole or main purpose of the neoliberal agendi, 
wdvocales of that agenda still need to pay attention 
to the distributional eects" 

The last point is confirmed by a series of studies 

by the IMF noted in Chapter 12 (Section 124). It 

therefore appears that the IMF may be rethinki 

policies 


1 The lending 
organisations such as the World Bank and. 
IMF are sometimes referred to as foreign 
aid’. Gustine why this is mostly an incorrect 
use of he term "foreign aid 


Explain the role of the World Bank in 
developing countries, 


Outline why many of its lending 
programmes have came under criticism. 


Evaluate the role of the World Bank as a 
development assistance organisation 


CONTIDO 


3 5 Describe the role of the International 
Monetary Fund 


Explain why it is unpopular in countries 


to which it lends. 


Evaluate the role of the International 
Monetary Fund in its aim to assist 
countries with balance of payments 
difficulties. 


20.8 Institutional 
change 


A ÁRNING O! 
fone 


SDG 16 states Promote peaceful and inclusive societies 
for sustainable development, provide acces to justice 
for all and build effective, accountable and inclusive 
institutions at all levels 


Microfinance 

SDG 1.4 makes reference to microfinance as one of 
items that all men and women, particularly the poor and 
vulnerable, should have equal access to. 


Microfinance, commonly known as microcredit, refers 
o credit (loans) in stali amounts to people who do not 


m 
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ordinarily have access to ereit, "Micro' is the Greek 
word for ‘small (aso), and refers to the small amounts 
of the loans, the very small size of businesses or activities 
that are financed by the loans 'micro-enterprises) and 
the short repayment periods involve. 


Microcredit is delivered to poor people through 
microfiniee institutions (MFIs), which include a wide 
variety of organisations such as credit unions, financia! 
mogovernmental organisations (NGOs), informal 
sovings and loan groups, and even some commercial 
banks with special programmes for the poor. 
Microcredit schemes fist appeared in the 1970s as 
isolated, experimental programmes providing tiny 

loans to groups of poor women lacking collateral, who 
invested the borrowed funds in niczo-enterprises. As 
there was no collateral for the loans, loan repayment 
was ensured and enforce by a guarantee provided for 
each member by every other member in the group, These 
kinds of programmes sere expanded during the 1980s. 
‘nd 1990s, and revealed that the poor (particularly 
women) were capable of excellent repayment rates, and 
were able lo pay interest rates high enough to allow the 
MEFs to cover all their costs, Microcredit schemes have 
evolved and now provide a great variety of programmes 
depending on the type of MFI and type of borrower. 


MFIs lend toa wide variety of borrowers: micro- 
emerprises (street vendors carpenters seamstress, and 
tany others, most of whom ane in the informal economyl, 
as well as landless rural workers, small far, female 
beads of households, pensioners and displace 
They tend to target women because vom 
to be more likely than men to repay loans, and also 
because they are more likely to vse the earnings from their 
investments to improve the ils well-beir 


The evidence on microcredit schemes indicates that 
these have a positive inpact on poverty reduction. They 
result in higher incomes, more stable incomes, as well as 
improvements in health, nutrition and primary school 
attendance, They also result in an improved social and 
economie status of women, 


‘Microcredit schemes reach only a very small proportion 
o£ poor people as there are not enough microcredit 
schemes and MFIs 


Controversial issues in microfinance. 


Although most development econoraiss believe that 
microcredit fils an important gap in access to credit 

by poor people. many also point out that microcredit 
schemes carry certain dangers that must be addressed: 


Mier seems may become a substi fo 
urgent needed goverment anti ovrt polis. 
“There may bea danger that microcredit may be 
‘ised as a substitute for ather, complementary 
government polies needed to combat poverty that 
are the responsibility of the publie sector. For example, 
Government has role to play in the provision of merit 
tooda including education. health care services and 
infrastructure. Poar people should not have to borrow 
to be able to pay for health care and education, and no 
amount of borrowing by poor people wil produce he 
‘needed investments in infrastracture (sanitation, clean 
Water supplies, transport, etc). Similarly, government 
must provide protection for people who ar disabled, 
physically or men il, displaced (due to war or 
Other cont or i other vulnerable groups, as these 
people are no appropriate chents for micro-credit 
Micro evadit schemes contribute to the growth o the 
fori economy The micro-enterprises that are 
‘rented through miero credit operate for the most 
part in the informal economy, which is unregulated, 
Where workers have no social protection, and where 
exploitative conditions often prevail. Microcredit 
encourages the growth of this controverial sector. 
Some extremely poor and highly unskilled people 
ty be harmed by miero credit. The poorest of 
the poor usually lack skills of all kinds, includi 
skill necessary to begin a mlero-enterprise such as 
basie literacy and numeracy shill, In such eases, 
microcredit may end up burdening some extre 
poor people with paywents on loans that cannot 
produce a stale source of income. In view of this 
Tisk, some microcredit schemes try o integrate credit 
‘withthe provision of education o that borrowers wil 
acquire hc skills required tous thi oam effectively, 
Intestate in miero credit schemes are to high. 
Ivers rates in microcredit schemes tend to be higher 
on market rates of interest (although they are 
much lower than in informal cedit markets, such as 
moneyenden The costs of providing very many. very 
small ians are higher than the costs of providing fewer 
lange loans High interest rates ave necessary if MFIs 
are to be able to cover the costs of providing mico 
Credit. Some economists argue that the high interest 
‘ates should be subsidised to make repayment casier for 
‘ery poor people. Yet donor funds are neither suficient, 
nor reliable enough, io be able to cover interest rate 
subsidies and at the same time allow micro credit 
Schemes to ksp on growing. A compromise would 
involve creating programmes that ofe subsidised 
interest rates only for the poorest borrowers 
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Muhammad Yunus, the Grameen Bank, and the 2006 
Nobel Prize for Peace 

In 1976, Professor Muhammad Yunus of the University of Chittagong 
in Bangladesh initiated a project examining whether it would be 
possible to provide banking services or he rural poor. Known as 

the Grameen Bank project (grameen’ means "lage! or ‘ural’ in the 
Bangia language), it began making loans to very poor people who 
had no collateral. At that time, many people halieved that the poor 
could not find paying occupations, and wouid be unable to pay back. 
loans. The highly successful Grameen project contradicted these 
beliefs and demonstrated the tremensious potential that extension of 
credit to poor people has as a strategy for alleviating poverty. 


Over the course of a few yeas, he original Grameen project 
Spread to several dics aí Bangladesh, andn 1983 t was made Figura 204 New York, USA. Muhammad 
an independent bank devoted to providing loans to rural poor who "us speaks onstage during the 

lacked collateral Frorn the most modest beginnings, consisting of $27 Whitaker Peace and Development 

lent by Muhammadi Yunus to a group of very poor people, Grameen Initiative on 27 September 2019 

Bank now consists of a few thousand branches with milions of 

bomowers. In 2006, the Nobel Peace Prize was awarded in two equal parts to Muhammad Yunus and Grameen 
Bank, in recognition of their efforts to promote economie and social development through the extension of 
microcredit to the very poor. As the Nabel Committee posited out, Grameen Bank has been a highly innovativo 
programme, and a source of ideas and models borrowed by many institutions around the world involved with 
Fiercerdi, and has moreover shown that microcredit a major weapon in the fight against poverty 


As Muhammad Yunus tells us, those are some of the principles on which Grameen Bank's landing is based: 
+ Croditis viewed as a human right. 

‘+ Its mission is to help poor families help themselves to overcome poverty. 

^ Itis targeted towards the povr, particularly women. 

+ Lending is not based on collateral, or legally enforceable contracts, but rather on trust 


* Amain objective is ta create self-employment in income-generating activities such as rice husking 
machine repairing. purchase of milk cows and goats, simple manufacturing such as pottery, weaving, 
garment sewing, simple storage, marketing and transport systems, as well as housing, 


* High priority is given to the formation of human capital and environmental protection, community. 
organisation and development, as well as the development of leadership and financial management skills. 


Its estimated that those who have benefited most from Grameen borrowing are the landless poor, 
followed by very small landowners. Over time, incomes have risen more for Grameen borrowers than non- 
borrowers. There is also a shift away from wage labour (where workers are employed by someone else who 
sys them a wage) and towards self-employment in micro-enterprises. Many women have improved their 
itus, have become less dependent on their husbands, and have become successful micro-entrepreneurs 


Source: Adarisd from the Grameen Foundation website (awn grameenfoundatian arg) 


Applying your skills 
15 Identify a country where groups of poor people have benefited from microfinance. Identify possible 
advantages and disadvantages of microcredit 


2. Muhammad Yunus has given numerous interviews over the years about his work in microcredit. 
Summarise some of his key views based on one or more of these. 
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Mobile banking 


Mobile banking involves the use of mobile telephones to 
receive or send money and to pay bills It has been made 
possible by advances in mobile technology that allowed 
money services to grow rapidly 


Globally, $3» of adults do not have access to formal 

financial services These vary from a high of 80% in 

sub-Sabaran Africa, 65% in Latin America, 68% 

‘Middle East, 59% in cast and southeast Asia, to S8% in 

south Asia, This should be contrasted with 8: o high 

income OECD countries ^ 

In most developing countries there are move people 

Who have mobile phones than have bil accounts, 

The advantages offered by mobile banking include 

^ ease of making payments to family and businesses 
with instant access and no delays in making oF 
receiving payments 

^ avoidance of having o travel long distances holding 
cash which may be stolen. 

reduced costy of transferring money 


^ stronger Hinks between relatives or businesses in 

rural and urban areas 

ser to pay workers delivering aid to 
seographically remote areas 

+ easier to get loans insurance and other servicos that 
facilitate opening a business 

^ easier to stretch out payments for purchases of 
equipment needed for a business 

^ helps women expand their range of activities such 
as leaving subsistence armi 
businesses 

^ ense of buying inputs for businesses without having 
to travel long distances to pay for them. 

due to all of the above, mobile banking makes a 
major contribution toward poverty reduction 


Challenge: of mobile banking include 
^ network problems, causing delays 
‘© cost of the services which is high in relation to 


very low incomes especially in rural areas, though 
generally lower than banking services 


‘+ inability of some older people to read, which makes 
then more susceptible to fraud. 


Women’s empowerment 

SDG 5 states ‘Achieve pender equality and empower all 
women and girls’. While women account for half the 
works population, they represent 70% of the world's 
poar and they earn 104 of the world's income See 
Chapters 18 and 19 for further information on the 
problem of gender inequalities. 


Positive externalities (external benefits) 

of women’s empowerment 

For many years economic development and poverty 
alleviation efforts made no distinction between the sexes with 
‘regard to ther implictions for growth and development. 
Site the 1980 and 1990s, development economists have 
realised that viomenis empowerment has enormous elects 
‘on growth and development, extending beyond the women. 
"Whemshes These extemal benefits can be thought of a 
consumption externalities of womens health and education. 
analysed as standard health and education externalities: 


+ Mnprovements in child health and nutrition and lover 
child mortality. Increased education of women has 
major positive effects on the health of children, 
cue of improved knowledge about health health 
services, basie hygiene and nutrition. Increased 
education of men leads to à smaller improvement in 
children's beat. Alo, increases in women's income 
Jevels have a prenter positive effect on their children's 
health than incre in men 

^ Improvement educational attainment of children. 
Mothers hive a major influence over the educatio 
of their cPuidren, and studies show that the more 
educated the mother the more educated the 
Children. Ax in the case of health, increases în men's 
Education have a smaller impact on their chile 
education. Further, increases in women's incomes 
lso hve a greater impact on their children's 
education than inccase in the incomes of men 

^ Quality of human resources, The impacts of 
increased education and incomes of women on 
levels of health and education of their children 
have enormous cumulative effects on the quality 


hupa imedium. 
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“One erplanationis thut women, who tendi ta be mare concemed about het chicken well being, ave tad amy 


the huebae income gent, men, onthe eher end, re mare kaly t spend meramas in hl meme on atte onida the home, 
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of human resources in à country that extend over 
potential 10 affect profoundly 

omic growth and development, as 

Well as human development. Development policies 
that focus on improving the education of women. 
also have à major potential to help poor families 
and communities break out of the poverty cycle, 

^ Lawer fertility (lower birth rates), Increased 
education of women, more and better work oo 
‘the home, and higher incomes lead to hav 
children, because of later marriage and 
reproductive choice, and therefore lowes population 
growth, with all its related benefits (see Real world 
focus 19.1, Chapter 19). 


The Nobel Prize-winning Indian economist Amartya 
Sen views women as "active agents of change’, Sen writes 
that the role of women ‘is one of the more neglected 
arcas of development studies and one that is most 
urgently in need of correction’. Nothing today in the 
political economy of development is as important ‘as an 
adequate recognition of political, economic and social 
participation and leadership of women” Reflecting this 
idea, the UNDP has developed a composite indicator, 
the Gender Inequality Index (GI), measuring gender 
differetices in various dimensions (sce Chapter, 


» the 1990s the United Nations Population Fund 

(UNFPA) identified the following polices to eliioate. 

inequalities between women and men that ae still highly 

relevant today, * 

‘+ Establishing mechanisms for eet participation and 
representation by women olitical proces 

‘+ Promoting education, skill development and 
employment while piv top priority to climinatio 
of poverty, literacy and poor health 

^ Improving women's ability to carn income beyond 
traditional occupations, while ensuring equal rights 
in the labors market 

+ Eliminatiag violence against women, 

* Eliminating all discrimination against women, 
‘cluding discriminatory practices by employers 

* Making it possible for women to combine 
chiklbearing and child rearing with participation in 

the labour force. 


SDG five, 'Ackicve gender equality and empower all 
‘women aoc girls’, repeats many of the above points, 
noting that 


Providing women and girls with equal access 
to education, health care, decent work, and 
‘representation in political and economic decision- 
making processes will fuel sustainable economies 
‘and benefit societies and humanity at large. 
Jrplementing new legal frameworks regarding 
female equality i the workplace and the eradication. 
‘of harmful practices targeted at women is crucial to 
ending the gender-based discrimination prevalent in 
many countries around the world * 


Reducing corruption 


SDG 16.5 (goal 16, target S) states "Substantially reduce 
corruption and bribery in all their forms” 


‘The problew of corruption as a barrier to growth 
and development was explained in Chapter 19. The 
Inteswational Monetary Fund (IMF, discussed above) 
notes that the fight against corruption "requires political 
will to create strong fiscal institutions that promote 
integrity and accountability throughout the public 
sector.“ The following policies are recommended: 


+ Develop high levels of transparency and 
independent external scrutiny which allows audit 
‘agencies and the public to provide supervi 
For example Columbia, Costa Rica and P 
‘use an online platforma where citizens can 
‘monitor physical and financial progress of public 
investment uojert 

^ Reform institutions of tax administration 

+ Build a professional civil service, based on 
transparent, merit-based hiring and pay. 

^ Focus on areas where there is a higher risk 
‘of corruption, such as procurement, revenue 
administration and natural resource management, 

* Cooperate with other countries to make it more 
difficult for corruption to take place across 
borders For example more than 40 countries made 
it a crime for companies to pay bribes to secure 
business abroad, 


‘Amartya Sen (1909) Development as Freedom, Oxford Universtiy Press, p 203 We encountered Amartya Sen in Chapter 18, Section 182 


în connecton withthe concept of human development. 


€———— 
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The World Bank tres to help countrie 

by 

^ Establishing institutions and incentives to 
prevent corruption from occurring, 

^ Creating aschanisms that discourage corruption 
by providing penalties and sanctions. 

* Influencing the development of perceptions of the 
type of governance needed for long term effosts io 

ight corruption, 


fight corruption 


Property rights and land rights 
SDG 1.4.2 (goal 1, tage 4, indicator 2) states 

Proportion of total adult population with secure tenure 
rights to land, with legally recognized documentation 
and who perceive their righs to and as secure, by sex 
amd by type o tenure’, This is a measure of equal rights 
to economie resources, particularly by the poor and 
Vulnerable (target 4) 


Property rights and tand rights were discussed in 
Chapter 19, The establishment of property rights that 
takes the form of titling to property is important for 
growth as it encourages investment and facilitates 
redit that allows investment to increase. However, 
wharcas titling can be successful in urban areas it imiy 
be problematic in developing countries particularly 

ia connection with land, As we have seen the 
establishment of property rights based on tiis will 

not provide the necessary legal protection for land 
bused on custom or communal use, Yet the ability of 
communities to secure land rights is crucially important 
to sustainable development. Secure land rights 


^ contribute to food sens) as they improve 
sustainable land use, unprove access to credit, and 
increase productivity of small farmers 

^ dead to lower rates of deforestation 

^ preserve diverse food cultures and biodiversity 

‘+ suppert indigenous peoples and improve their 
economic and social status 


* contribute: to gender equality when granted to 


+ coniibute to poverty reduction. 


In response to the urgency of this issue, as well as to 
the problem of land grabs (see Chapter 19) in 2012 
"be Food and Agricultural Organization (FAO) of the 
United Nations, in collaboration with civil society, the 
private sector and research institutions, established 
Voluntary Guidelines on the Responsible Governance of 
Tenure of Land, Fisheries and Forests in the Context of 
National Food Security." According to the Director 
General of the FAO, 


‘Giving poor and vuinerable peuple secure and 
equitable rights to access land and other natural 
resources is a key condition in the fight against 
hunger and poverty Its a historie breakthrough 
‘that cowrires have agreed on these first-ever global 
e guidelines We now have a share 

H's a starting point that will help improve 
the often dire situation of the hungry and pow” 


To order to secure land use rights, it is necessary to 
‘record individual and collective tenure rights of the 
state and public sector, the private sector, indigenous 
peoples and other communities, This means there must 
be n system of recording, maintaining and publicising 
tenure rights and responsibilities, including who holds 

the rights to land, fisheries or forests, The Guidelines 
set out the best practices countries should follow for the 
registration and transfer of land use rights, including 
rights of indigenous communities and mechanisms for 
resolving disputes 


In addition, there should be anti-eviction legislation, 
along with access to legal advisors so that formally 
recognises rights of poor farmers are supported. 

Tn cases where extreme poverty is linked with 
lasdlesaness, governments should consider agrarian 
reforms aiming to redistribute land to ensure more 
equitable access" 


P hilfe werd orglen/ispiclgovemreafbnel/ann-eamupton 
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4 o» Define microfinance schemes, and discuss 
their cbjoctives. 


b What are some advantages and 
disadvantages of micro credit? 
2 Use an AD-AS diagram to show the effects of 
ën increase in credit leading to an increas 
‘consumption and investment spending, 


2 Explain how microfinance can help people 
escape the poverty cycle, 


4 Discuss policies that can contribute to economic 
‘growth and development in the areas of 


increased women's empowerment, 
b reducing corruption, and 


© property rights and land rights. 


20.9 Strengths and 
limitations of 
government intervention 
versus market-oriented 
approaches 


We have seen in this chapter that during much of 
the 20th century, many countries around the world 

saw significant increases in government intervention, 
From the 1980 there was a shift in most countries in 
the direction of less government intervention and a 
stronger emphasis on markets. By the early 2000s it had 
becom apparent that neither the extreme of very stione 
government intervention, nor the extreme of a highly 
free market orientation, is appropriate for the conditions 
of developing countries. Attention of policy-makers 
therefore turned toward finding an appropt ate mix of 
interventionist and market-based policies This raises the 
questions: how much should governinents intervene in 
developing countries, and what are the appropriate roles 
of markets and intervention? 


Strengths and weaknesses of 
market-oriented policies 
Market-vini polices we have studied include: 


‘+ market-based supply-side policies, including 
* policies encouraging competition (deregulation, 
privatisation and anti-monopoly regulation) 
^ abour market reforms 
^ ingentive-related policies 
^ teade liberalisation 
^ freely ting exchange rates 


Strengths 


Marketoriented policies ate based on the dea that 
dice markets, working imde: competitive conditions, 
offer a method to answer the what 1o produce and how 

to produce questions of resource allocation in the best 
possible way. With markel-determined prices working as 
‘signals and tacentives, markets co-ordinate the countless 
independent decisions of consumers fir 
owners, allowing social surplus to be maximi 
achieving allocative efliciency 


Therefore, policies encouraging competition, such as 
deregulation, privatisation and anti-monopoly regulation, 
which work by frecing market forces and making markets 
more competitive, are intended to result in greater 
eflicieney in production, lower prices and improved 
quality, and a better allocation of resources as well as 
economic growth and improved economic well-being. 
Labour market reforms similarly promote free market oras 
in labour markets alloying the allocation of resources to 
improve. Incentive sched policies, involving adjustments 
o various types of taxes are intended to work by 
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improving the incentives to work, innovate and invest, thus 
making the signalling und sacentive functions of the price 
mechanism more effective, again improving the allocation 
of resources and als owing for economic growth. 


"Trade liberalisation is based on the same ideas, and has 
the same intended benefits, The elimination of trade 
barriers and the opening up of countries to free trade 
bas the effect of making markets much larger than they 
would be with trade barriers The result of larger fi 
moisketsis to increase competition, increase ellcieney in 
production, lower prices and improve quality increase 
consumer choice, improve the allocation of resources, 
and allow for greater economic growth, 


Freely floating exchange rates are simply another aspect 
of the price mechanism of free rari is A market- 
determined exchange rate is on that reflects the forces 
of supply and demand fr a currency and therefore 
effectively carry out the signalling and incentive function 
‘of prices (here applied to the ‘price’ of u currency) for 
international transactions of all kinds. Just as a market- 
determined price of a good ‘clear’ the market, 1o oo a 
Greely floating echange rate automatically adjusts to excess 
demand ar supply of a currency, bringing about a balance 
in the balance of payments and offering greater flexibility 
to policy-makers to pursue policies needed domestici 


Weaknesses 

Market failure 

Masket-oriented strategies cannot deal with market 
failures This is of special importance in many 


developing countries where markei flutes of all 
tre more widespread. The market failures that are of 
particular importance are: 


+ common poo! resources and negative environmental 
externalities (of production and consumption) 

^ insufficient provision of merit goods, including 
education, Health care and infrastructure, such as 
sanitation, clean water supplies road and transport 
systems irrigation, power supplies, etc. 

ilure to provide public goods 
Ail of the above cannot be dealt with by market-oriented 
policies 


Weak institutional framework 
Developing countries need a stronger legal sy 
with enforcement of legal contracts and effective legal 
course, a more elfetive taxation system, a beti 
developed banking system, 2 more effective system of 


property and Load rights, as well as good governance. 
Markzt-orzrled policies cannot improve institutions, 


Insufficient credit for poor people 

Poor people do not have access to credit, as the market 
working on its own does not allow poor people with no 
collateral and seeking very small loans to acquire the credit 
they need. This results in lower investment possibilities, 
greater poverty and poorer income distribution, a well ax 
"he inability to escape the poverty cycle. 


Income inequalities and poverty 

Some market-oriented policies kad to increased 
income inequalities, The Ios of protection of workers 
resulting from Labour-towkel reforms, and increases in 
‘unemployment resulting from some policies to increase 
competition and reduce the role of the government in 
the economy, s well as trade liberalisation, which often 
involves the closure of firms, often result in increases in 
income in-qualitis and greater poverty. In addition, the 
inabihiy of certain groups of people to take advantage of 
opportunities opened by trude and market liberalisation 
can also lead to increasing income inequalities 


Inability to alleviate poverty 
Poverty alleviation requires policies that redistribute 
some and wealth including changes in taxation, 
transfer payments, the imposition of minimum wages, 
and increased provision of merit goods (education health 
Services infrastructure) which cannot be carried out by 
market-oriented policies, Such policies also cannot help 
people or communities breuk out of the poverty cycle. 


Inability to empower women 

Market-oriented polices ith the 
empowerment of women because this is an issue that 
requiro provision of merit goods as well as legat 
that ouly governments can undertake, 


snnot assist 


Informal economy 

Market-oriented policies may lead to the growth of 
"be informal economy as workers lose their jobs in the 
formal economy due to privatisations or reduced size 
of government or labour market policies that increase. 
Worker insecurity. 


Questionable effects on economic 
growth and development 

Market and trade liberalisation working on their own 
may not lead to pied export performance and 
greater economic growth and development in some 
Countries. According to the evidence, the countries that 
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are better able to take advantage of opportunites offered 
by trade and market liberalisation are those that have 
already developed an industrial base, and ate therefore 
better able to withstand the competition arising from the. 
‘elimination or reduction of trade barriers Low-income 
countries tend to perform the worst, because they can 
least withstand the competition with larger foreign. 

firms, and this sometimes leads to a weakening of their 
inductry together with increased unemployment, poveri 
tnd! growth of the informal economy 


"The withdrawal of government from provision 
of merit goods that often comes with market 
liberalisation has negative effects on economie and 
human development, 


Strengths and weaknesses of 
interventionist policies 


Strengths 
Interventions pes are based on government intervention 
in markets inssded to correct market deficiencies and 
Create an environment in which markets can work more 
effectively. The strengths of interventionist policies 
include their potential to contribute to the followins 


rrecting market failures 


Governments have a major role to play in the correction 
of market failures This includes policies that try to 


^ correct negative environmental externalities of 
production and consumption and overuse of 
Common pool resources 

^ provide public goods ns well as merit goods that 
ae underprovided by he market due to positive 
consumption externalities; this involves investments 

human capital (heal and educatio 
investment m infrastructure, 


Investment in human capital 
Investment in human capital (education and health) 
was noted above in connection with market failures 
Education and health have significant external 
benefits, thus calling for government intervention 
(such as direct provision) that increases the 
consumption of both, Education and healih are 
major factors behind increases in productivity that 
contribute to economic growth, and they also directly 
lead to greater economie and human development. 
Investment in human capital aie forms a part of 
industrial policies discussed below 


Provision of infrastructure 
‘The provision of infrastructure also forms part of polices 
To cora market failures and includes a broad range 

of goods and services, also with significant positive 
externalities Asa type of physical capital, it includes water 
supplies, sanitation and sewerage, power, communication, 
transportation, roads irrigation, and many others All 
these play a very important role in encouraging economic 
srowth, as well as making possible economic and human. 
development. They increase productivity, and make a direct 
contribution to improved standards of living. Therefore, 
there is a strong role for governments in order to ensure the 
provision of the appropriate kinds of infrastructure, with 
"he appropriate access by b» population 


Development of steonger institutions. 
Governments can take action to build institutions that 
‘enable markets to operate more effectively including legal, 
taxation, banking and property and land rights systems, 


Redisiributing income and reducing poverty 
Tax policies transfer payments and minimum wages, 

Which help ensure that everyone in a society receives at 
Just a minimum income essential to satisfy basie needs, 
can only be undertaken by the government 


Promotion of gender equality 
st policies that promote 

and gender equality in educatio 
and health, the labour market, inheritance and property 
rights and acces to credit 


Industrial polici 
Industrial policies are interventionist supply-side policies 
(ee Chapter 13) hat include support for small- and medium- 
sized businesses as well as protection of infant industries 
ouch x through tariffs or subsidies) to help developing 
countries in the early stages of their industrialisation. They 
include government support of appropriate technology 
transfer from developed countries and the establishment of 
aa research and development capability. 


Industrial policies were a key factor behind the suc 
of the Asian Tigers They can play an important role in 
helping developing countries develop their industries and 
diversify into higher value-added activities 


Provision ofa stable macroeconomic environment 
A stable macroeconor 


‘environment includes 
price stability. full employment, a reasonable 

budget deficit and a reasonable balance of trade. It 
requires government intervention through the use of 
appropriate policies to achieve these objectives, A stable 
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macroeconomic environmen! is important for ensuring 
that economic decision-makers (consumers, firms 

and resource owners) can plan their future economie 
activities, such as enasumption, investment, imports, 
exports, etc, and is important for investment Leading to 
economic growth, 


Weaknesses 
Government activities are subject to several weaknesses 


Need for budget funds: opportunity costs 
and budget deficit nd debe 
Government polices require use of hudat funds, which 
are usually in short supply in developing countries, due. 
to weaknesses in tax collection as well as ow incomes. 
of taxpayers. Any type of government spending has 
opportunity costs in terms of sacrificed alternatives 

In addition, government spending runs the risks of 
increasing budget deficits and debt 


Excessive bureucracy and inefficiency 
A bureaucracy s an administrative structure of an 
organisation involving rules that determine how 

the organisation functions and carries out its tasks, 
Goversments often run into the problem of excessive 
bureaucracy, meaning there are too many rules governing 
procedures, red-tape, unproductive workers, high 
'dministrative costs and inelliciency This is a key argument 
ofen used in our of reducing the size of the government 
sector through privatisation of governmeat-ownec 
enterprises or contracting-ou of government activities. 


Possible protection of inefficient producers 
Certain government policies nity lead to protection of 
ecient producers, sues irade protection, price loors 
subsidies to ineficient is This leads to inefficiencies 
and a waste of resourees in the private sector. 


Excessive iater vention leads 
to allocative inefficiencies 

Too much government intervention, such as in the forms 
of too many industrial policies, too much intervention in 
the foreign exchange market, too much trade protection, 
ce, many lead to allocative inefficiency. 


Possible influence of elite groups 
exerting political pressures 

‘Theresa risk that government poliies may be 
influenced by elite groups with roo much power over 
politicians, favouring policies in their own interests 
Father than the interests of sciey 


Corruption 
We have see in Chapter 19 that corruption occurs 
everywhere in the world, but tends to be more important 
in cruntries where the legal system, mass media and the 
system of public administration are weak. Its possible 
hat government or certain government officials may be 
susceptible to corruption, such as by accepting bribes to 
vary out certain projects 


Poor governance 

Poor governance, referring to the process of designing 
and implementing policies within a government (see 
Chapter 19) is also a potential weakness of interventionist 
policies as these may not be carried out effectively 


ST YOURWŇDERSTANDING 20.9 


Discuss some of the main strengths and 
weaknesses of 


^ market-oriented policies, and 


bo interventionist policies 


ld complement 
wach other in developing counvi 


20.10 Progress 
toward meeting 
selected Sustainable 
Development Goals 


‘The Sustainable Development Goals were explained 
in Chapter 18, where it was also noted that each goal 
comes with several targets as well as indicators which are 
used to monitor a measure countries progress toward 
achieving the coals and targets 
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For example, SDG 2 Zero imager has 7 targets 
and 14 indicators One indicator is prevalence of 
lundernourishment” (a 2017, there were 821 million 
people who were undernourished, compared to 784 
million in 2015, indicating ‘a worrisome rise in world 
hunger fora third consecutive year. 


SDG 3 Good health and well-being has 13 targets and 26 
indicators One indicator is the under-five mortality rate 
Thus eli from 77 deaths (per 1000 live births) in 2000 to 
A2 in 2015 and 39 in 2017, indicating major progress in 
improving the health of millions of people" 


The following questions wil help you reflect on yo 
topics in this chapter. They aro suggestions for inq 


production and exports. Exami 
to its growth and development. 


Foraigr direct investment is a highly controver 
received inward FDI and e 

‘that this has had on its economy. Try to con: 
countries. 


Some very poor developing countr 


important petontíal benetits 
a recipient of aid and investiga 
possible negative effect: cf the aid on the cou 


Select an SDG and two or more de 
DataBank and select t 
indicators of your interest, re 
progress mada by the counties, 


nce, noting the possi 


almost entirely bypassed by FDI. Identify such a country and 
ch the reasons why it has not attracted any FDI. 


the effects that aid ha 


loping countries you ar 
database called Sustainable Development Goals. Choose two or more 
ch your countries and presen’ your conclusions regarding relative. 


Similar comparisons can be made for individual 
question 5 below under Inquiry and 


countries Sev 
Reflection, 


TEST YOUR UNDERS 


ANDING 20.10 


Download the most recent SDG report, select 
an SDG you are interested in and present your 
findings. 


ur learning and enhance your understanding of key 
Viries that you can underiake on your own or in groups 


ial issue, Identify and research a country that has 
positive and negat 
impacts that FDI has on host 


ior ihe various potenti 


o poor countries. Research a country of your interest 
had on its economy, Consider tao any 


ntry, 


tere:ted in. Go to the World Bank's 


MGJÝLE QUESTION: 


PH pe /faustainabledevelopment orga? 
Pipe astaiabledevelo enun rgo 


LL» 


Copyright Material - Review Only - Not for Redistribution 


? Glossary 


abnormal prot. Arises when total revenue of a firm is 
greater than its total cost; alternatively when average 
revenus is greater than average cost, or price is greater 
than average cost, 

solute advantage Refers to the ability of a country 
o produce a good using fewer resources than another 
country, in other words, the ability of a certain amount 
of resources in a country to produce move than the 
same resources can produce in another country 
absolute poverty The inability of an individual or a 
family to afford a basic standard of goods and services, 
Where this standard is absolute und unchanging over time: 
itis defined in relation to a nationally or internationally 
determined poverty fn, which determines the minimum 
income that can sustain a family in terms of its basie needs 
abuse of market power Occurs when firms 

engage in tities that restrict competition; 

see market power. 

eol growth In the context of the production. 
possibilities (PPC) model, it is growth that occurs due 
to reduction of unemployment or improvement in 
Efficiency of resource use, resulting in a movement of a 
point inside the PPC to a point closer to the PC in the 
northeast direction 

Adam Smith (1723-1790) a Scottish philosopher often 
referred to as the ‘Father of economies, best known for 
i idea that the self-interested behavior of decision- 
makers without government intervention results in 
competitive markets leading lo a more efficient use of 
resources and increased output; see aise: fine 
ulministative barriers Trade protection measures taking 
the form of adnnistrative procedures that countries may 
use to prevent the free fow of imports into a country; 
may include customs procedures involving inspections 
and valuation, controls on packaging, and others. Often 
considered to be a kind of “hidden’ trade protection 
idisse selection A type of asymmetrie information 
Where one party has more information than the other 
party about the quality of the product being sold. If 
the seller has more information, such as wien selling 

a used car, the buyer will reduce demand. If the 

buyer has more information, such as regarding one's 
health condition when buying ieaith insurance, the 
seller will reduce supply. The result in both cases is 
'anderallocation of resource: to the good or service. 


‘aggregate demand The total quantity of goods and 
Services that all buyers in an economy (consumers, 
firms, the government and foreigners) want to buy over 
a particular time period, at different possible price 
levels, ceteris paribus 

aggregate demand curve A curve used in 
macroeconomics showing the relationship between. 

the total amount of real output demanded by the four 
components (consumers. rms, government, foreigners) 
and the economy's price level over a particular time 
period, ceteris paris 

operegate supply The total quantity of goods und 
services produced in an economy over a particular time. 
period, v different price levels, ceteris paribus 
allocate efficiency An allocation of resources that 
tests in producing the combination and quantity of 
goods and services mostly preferred by consumers. The 
condition for allocative eflicieney is given by MSB = 
MSC (marginal social benefit = marginal social cost or 
P= MC (price is equal to marginal cost); alternatively it 
is when socia pluris maximum. 

locative incllicency The absence of allocative 
efficiency; when MSB # MSC tor Pa MO. 

anchoring Part of behavioural economics, involves 

the use of irrelevant inforusation to make decisions 
which often occurs due to its being the first piece of 
information that the consumer happens to come across 
anti-dumping An argument that justifies trade 
protection policies: à country’s trading partner is 
suspected of practising dumping (selling a good in 
international markets at a price below the cost of 
producing it), then the country should have the right to 
nose trade protection measures (tariffs or quotas) to 
limit imports of the dumped good: dumping i illegal 
according to international trade rules 
appreciation (of s currency) — An increase in the value 
‘of a currency in the context of a floating exchange rate 
system or managed exchange rate system (compare with 
‘revaluation, which refers to an increase in currency value 
în the context of a fixed or pegged exchange rate system). 
appropriate technology Technologies that are well 
suited to a country’s particular economic, geographical, 
ecological and climate conditions. Often used in 
connection with libour-abundant developing countries 
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that require labour-intensive (as opposed to capital- 
intensive) technologies 

asymmetrie information A type of market failure 
where buyers and sellers do not have equal access to 
information, usually resulting in an underallocation of 
resources io the production of goods and services, as 
parties to a transaction with less access to information. 
lay to protect themselves against the consequences of 
the information asymmetry. 

mutomatie stabilisers Factors that automatically 
without any action by government authorities work 
toward stabilising the economy by reducing the short- 
{erm fluctuations of the business cycle, Two important 
‘automatic stabilisers ure progressive income taxes and 
‘unemployment benefits. 


availability A term from behavioural economies, refers 
to use of information that is most recently available, 
which people tend to rely ou more heavily, though there 
is no reason that thia information i any more reliable 
than previously available information. 

average costs Costs per unit of output, or the cost of 
each unit of output on average, They are calculated by 
dividing total cost by the number of units of output 
produced. 

sverage revenue Revenue per unit of output sold 
leulated by dividing total revenue by the number of 
"anis of output produced. 

average tax rate Tax paid divided by total income, 
expressed as a percentage (ie. tax paid divided by total 
income multiplied by 100). 

balance of payments A recond (usually for a year) 
of all transactions between the residents of à country 
and the residents of all other countries, showing all 
payments received from other countries (credits), and 
ull payments made to other countries (debits). 
balance o trude in goods Part of the balance of 
payments, it is the value of exports of goods minus the 
Value of inporta of goods over a specifie period of time 
(usually a year), 

balance of trade in services Part of the balance of 
payments, itis the value of exports of services minus 
the value of imports of services over a specific period 
fof time (usually a year) 

barriers to entry Anything that can prevent a firm 
from entering an industry and beginning production, 
as a result limiting the degree of competition in the 
industry. 

base rate See minimum lending sate 


behavioural ecasomies A relatively new branch of 
economics siongly influenced mainly by psychology, 
but also by sociology and neuroscience based on the 
idea tiai human behaviour is far more complex than 
the assumptions of rational consumer choice. 

biases A terms from behavioural economies itis a. 
term from psychology that refers to systematic errors in 
thinking or evaluating: examples include rues of thumb, 
‘anchoring, framing, availability 
bilateral trade agreement Any trade agreement 

(or agreement to lower international trade barriers) 
involving two trading partners, usually two countries. 
H may also involve a trads agreement between one 
country and another group of countries when this 
groups acts as a single unit (such as the European 
Union), May be contrasted with regional trade 
‘agreement and multilateral trade agreement. 

bounded raiinality Part of behavioural economics 

it is the idea that consumers are rational only within 
limits, as consumer rationality is limited by consumers? 
insuficient information, the costliness of obtaining. 
information, and the limitations of the human mind to 
process large amounts of information. 

bounded self-control Part of Behuvioural economies it is 
the idea that people in reality exercise self-control only 
Within limits lacking the self-control required of them 
o make rational decisions 

bounded selfishness Part of hehavioural economics it 
is the iden that people are selfish only within limits; the. 
assumption of self-interested behaviour of the rational 
consumer cannot explain the numerous accounts of 
selfless behaviour, 

budget detclt Referring usually to the government's 
budget, it is the situation where government tax 
revenues ace iess than government expenditures over a 
specifie period of time (usually a year). 

budget surplis Referring usually to the governments 
budget, itis the situation where government tax 

revenues are greater than government expenditures over 
a specific period of time (usually a year) 

busines confidence A measure of the degree of 
optimism among firms in an economy about the future 
performance of firms and the economy: it is measured 
on the basis of surveys of business managers Is an 
important determinant of the investment component of 
aggregate demand, 

business eyele Fluctuations in the growth of real 
output, oF real GDP, consisting of alternating periods 
of expansion (increasing real output) and contraction. 
(decreasing reil output). 
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capital One of the factors of production, which itself 
has been produced (it does not occur naturally) also 
known as physical capital, including machinery, tools, 
‘equipment, buildings, ete. Other types of capital include 
“human capita? or the skills, abilities, knowledge and 
levels of good health acquired by people; ‘natural 
capital’, or everything that traditionally has been 
included in the factor of production ‘lind’; and 
inaocsal capita’, or purchases of financial instru 
such as stocks and bonds, 
‘apltal account In the balance of payments, refers 
to the inflows minus outflows of funds for (i) vapital 
transfers (including such things as debt forgiveness and 
non-life insurance claims), and (i) the purchase or use 
of non-produced natural resources (such as mineral 
rights, forestry rights, fishing rights and airspace); itis a 
relatively unimportant part of the balance of payments 
capital expenditures Will reference to government 
expenditures, these incide public investments, or the. 
production of physical capital, such as building roads, 
irports, harbour, school buildings, hospitals, ete. 
capital light The large-scale transfer of privately-owned 
financial capital (funds) to another country resulting from 
fear and uncertainty of holding domestic assets 
capio guins tux A tax on profits from financial 
»ments such as stocks and bonds or from buying 
‘nd selling real estate 
capital transfers A part of the capital acount of 
the balance of payments, they include inawa minus 
outflows for such things as debt forgiveness, non-life 
wurance claims, and investment. See capital account 
carbon tax A tax per unit of carbon emissions of 
fossil fuels, considered by many countries as a policy to 
deal with the problem of climate change. 
central bank A financial institution responsible 
for regulating the country’s financial system and 
commercial banks and carrying out monetary policy 
ceteris paribus A Latin expression meaning "other things 
being equal all other variables other than those under. 
instigation are assumed to be constant or unchanging, 
shonye One of the key concepts of this course: 
change is important in economies in the study of both 
economic theory as well as in real world events One of 
the key concepts of this course 
choice One of the key concepts of this sourse; 
economics is a study of choices, or selecting among 
alternatives, due to the scarcity of resources One of the 
ey concepts of thes course 


choice architycisre A term in behavioural economies, 
itis the design of particular ways or environments in 
which poople make choices, based on the idea that 
consumers make decisions in a particular context and 
thai choices of decision-makers are influenced by how 
‘options are presented to them. 

circular economy The idea that goods should be 
produced in such a way that they can be repaired rather 
‘than thrown out; they would be made out of biological 
materials so that once discarded they can go back to the 
biosphere and prevent pollution of the planet, 
circular flow of income a ow of income in an 
economy where the value of output produced is equal 
tw the total income generated in producing that output, 
which is equal to the expenditures made to p 

that output (sce cincilar flow of income model) 
circular flow of Income model A model showing the 
flow of resources from consumers (households) to firms, 
and the flow of products from firms to consumers, as 
‘well as money lows consisting of consumen 

lansing from the sale of their resources and firms 
‘revenues arising from the sale of their products. 
asseal economies Economie ideas of the nineteenth 
century; a main feature was the idea that markets 
‘working on their own according to the principles of 
supply and demand could solve all major economic 
problem, including unemployment and recession, and 
allocate resources efficiently. 

collective self-governance A solution to the use of 
common pool resources here the users take control 

‘of the resources and ove them in a sustainable way: 
runs counter to the idea of the raged of the commons. 
"This solution presupposes that the users of the 
resources cin communicate with each other, resulting 
in rules about the use of the resources along with 
tions for violations of the rule 

collision An agreement among firms to fix prices, 

or divide the market between them, so as to limit 
competition and maximise profit usually involves firms 
in oligopoly, 

collusive oligopoly Refers to the type of oligopoly 
where firms agree to restrict output or fix the price, 

in order to limit competition, increase market power 
(monopoly power) and increase profits 

command and control Refers to government laws and 
regulations that everyone must follow. 

commercial bunk A financial institution (which may 
be private or public) whose main Functions are o hold. 
deposits for their customers (consumers and firms), 

to make loan: to their customers, to transfer funds 
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by cheque (check) from one hank to another, and 
to buy government bonds. they are regulated bythe 
central bank: 
common market A type of trading bloc in which 
countries that ve formed a customs union proceed 
further to eliminate any remaining tarii i trade. 
between them; they continue to hav a common 
external policy (as in à unzom iion), and i addition 
atre to eliminate ll restrictions on movements o any 
cor of production within them: factors affected are 
raainly labour and capital. The best-known common 
market is he European Economie Community (EEC, 
precursor of the present European Union). 
common pool resources Resources that are not owned 
by anyone, do not have a price, acd are available for 
anyone to use without payment (or example lakes, 
rivers, fish inthe open scax open grazing land, the 
ozone layer and many mote) their depletion or. 
degradation leads to env ionmental unsustainabiliy 
community surplus See social surplus. 
comparative advantage Arcs when a country has 
a lower relative cost, or opportunity cost, in the 
Production oi à good than another country Forms the 
basis of the theory of comparative ulvntre 
compton Occurs when there are many buyers and 
sellers acting independently, o that no one has the 
sity o inuence the price at which the prdoct is sod 
the market. 
competitive market A market composed of many 
buyers and sellers acting independently, none of whom 
has any ability to influence the pice of the product 
(i.e. no market power 
competitive market equilibrium The equilibrium that 
emerges at the point whsie the demand curve intersects 
the supply cure in a fres competitive market (where 
there à no povernmient intervention) 
competitive supply In the case of two goods, refers 
to production of one or the other by a firm; in other 
words the two goods compete with cach other for the 
Same resources (for example, if a farmer can produce 
what ur cor, producing more of one means producing 
Tes of the other), 
complement (complementary goods) Two or more 
ood that tend o be used together. I tv goods are 
Complements, an increase in the price of one will lead 
toa decrease in the demand of the oll. 
composite indica 
than one indicator 
development; or example the Human Development 


A summary measure of more 
ien used tu measure economic 


Index (HDD, dot measures income, education and 
health indicators 

concentration rato A measure of how much an 
inductis production is concentrated among the 
industry's larget Gms: it measures the percentage of 
output produced by the largest firms in an industry 
and is used to provide an indication of the degree of 
competition or degree of market power in an industry 
The higher the ratio, the greater the degree of market, 
power; see also market concentration 

consumer confidence A measure of the degree of 
optimism of consumers about their future income and 
the future of the economy: it is measured on the basis 
of surveys of consumes2 1s an important determinant 
f the consumption component of aggregate demand. 
consumer mdgo Sce murg. 

consumer piv index A measure of the cost of living 
for the typical household: it compares the value of 

a basket of goods and services in one year with the 
Solus of the same basket in a base year. Inflation (and 
defintion) are measured as a percentage change in the 
Salue of the basket from one year to another. 

consumer surplus Refers to the difference between the 
highest prices consumers are willing to pay for a good 

and the price actually paid. In a diagram, itis shown by 
the area under the demand curve and above the price 
paid by consumers up to quantity purchased. 
consumption Spending by households (consumers) on 
ods and service (excludes spending on 
contracting out A practice often undertaken by the 
tovernment when t makes an agreement (or contract) 
With a private firm to carry out an activity that the 
sovernment vo previously doing tel 
Sootrictionary fiscal policy Refers to fiscal policy 
usually pursued in an inflation, involving a de 
sgoserument spending or an increase in taxes (or both) 
May be contrasted with expansionary fisca policy. Sce 
also fiscal policy 

ontractionary monetary policy Refers to monetary 
policy usually pursued in an inflation, involving an 
Increase in interest rates, intended to lover investment 
and consumption spending. May be contrasted with 
expansionary monetary policy. See also monetar» policy 
corporate income tux Tax on the profits of 
corporations, which are businesses ims) that have 
Formed a legal body called a "corporation" that is legally 
Separate from its owner 

corporate indebtedmss The degree to which 
corporations ive debts 
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corporate social responsibility The practice of some 
corporations to avoid socially undesirable activities, 
such as polluting activities, employing children, or 
employing workers under unhealthy conditions: 
as well as undertaking socially desirable activities, 
such as support for human rights and donations to 
charities, 
cost-pus inflation | A type of inflation caused by a fell 
in aggregate supply, usually resulting from increases in 
tts of production (for example, wages or prices of 
other inputs), shown in the AD-AS model as a lei ward. 
shifts of the AS curve, 
costs of production Payments by firms to obtain 
and use factors of production in then production 
process. 
redit toms In the balance of payments, refer to 
payments received from other countries, entering the 
balance of payments nesounts with a plus sign: they 
represent an inflow of foreign exchange into a country 
redit rating An assessment of the ability of a 
borrower fo pay Pack loans, usually carried out by 
agencies that are qualified to do this; a high credit 
rating received by à government means that it is 
expected to be able to pay back it loans in full and of 
time without difficulties, 
cewnuling out Refers to the possible impacts on real 
GDP of increased government spending (expansionary 
fiscal policy) financed by borrowing: if increased 
government borrowing results in a higher rate of 
interest, this could reduce private investment spending, 
thus reversing the impacts of the government's 
expansionary fiscal policy. 
current account balance The rum of credits plus debits 
the current account of the halanee of payments. 
current account deficit Occurs when the curre 
account balance hi: à negative value, meaning that 
debits are larger ian credits (there is an excess of 
debits), 
current account In the balance of payments, this 
includes the balance of trade (recording exports 


minus imports of goods) plus the balance on services 
(recording exports o services minus imports of 
ices). plus inflows minus outflows of income and 


current transfers, The most important part of ihe 
current account in most countries is the balance of 
trade. 

current account surplus Occurs when the current 
account balance has a positive value, meaning that 


credits are larver than debits (there is an excess of 
credits). 
current expenditures. In the government budget, refers 
to government spending on day-to-day items that are 
recurring (i.e. repeat themselves) and items that are 
used up or ‘consumed’ as a good or service is provided, 
Include wages and salaries (for all government 
employees); spending for supplies and equipment for 
the day-to-day operation of government act 
(Gor example, school supplies and medical supplies 
for public schools and public health care services 
provision of subsidies; and interest payments on 
government loans. 
current transfers An itom in the current account of the 
balance of payments, refers to inflows and outflow of 
funds for items including gifts, foreign aid and pensions. 
customs union A type of trading bloc, consisting 
of a group of countries that full the requirements 
of a free trade area (elimination of trade barriers 
between members) and in addition adopt a common 
policy towards all non-member countries; members 
ol a customs union also act as a group in all trade 
negotiations and agreements with non-members 
cyellcalunemnplopuent.A type of uaeinpliyibeut 

* during the downturns of the business 
cycle, when the economy is in a recessionary pap: the 
downturn is seen as arising from declining or low 
‘aggregate demand, and therefore is also known as 
"demand-deficient unemployment, 
debit items In the balanca of payments, refer to 
payments made to other countries entering the balance 
of payments accounts with a minus sign: they represent 
an outflow of foreign exchange from a country 
debt relief Refers to the cancellation or forgiveness of 
all or a portion of a country's debt. 
de servicing The payments that must be made in 
order to repay the principal (the amount of a loan) plus 
interest. 


default choice A term in behavioural economies; itis a. 
choice that is made by default, which means doing the 
option that results when one does not do anything. 
deferred consumption Occurs when consumers 
postpone spending, such as if they expect the price level 
to fall. 

deii In general, this is the deficiency of something 
compared with something else (i) In the balance of 
Payments, a 'defici in un account occurs when the. 
credits inflows cf money from abroad) are smaller than 
the debits (outflows of money to other countries); far 
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example, a deficit in the balance of trade means that 
the value of exports (credits) is smaller than the value 
of imports (debits). (i) In the case of the government 
budget, a "deficit occurs when government revenues are 
smaller than government expenditures. 
deflation A continuing (or sustained) decrease in the 
general price level. 
deflationary gap See recessionary gup. 
dumand Indicates the various quantities of a goox! 
that consumers (or a consumer) are willing and ible to 
buy at different possible prives during a particlar time 
period, ceteris paribus (all other things being equal) 
demand curve A curve showing the relationship 
between the price of a good and the quantity of the 
good demanded, ceteri paribus (all other things equal) 
see demand. 
demand management Policies that focus on the 
demand side of the econosay, attempting to influence 
uggregate demand to achieve the goals of price stability. 
full employment and economic growth. 
demand-dehieiest unemployment See cyclical 
nemplomen 
demind-pullinllation. A type of inflation caused by 
an increase in aggregate demand, shown in the ADA 
model as a rightward shift in the AD curve. 
demand-side policies Policies that attempt to chiinge 
aggregate demand (shift the aggregate demand curve 
the AD-AS model) in order to achieve the poals of 
price stability, full employment and economie growth, 
ind minimise the severity of the business cycle. In the 
event of an inflationary or recessionary (deflationary) 
wap, they y to bring aggregate demand to the full 
employment level of real GDP, or potential GDP. They 
can also impact on ecovouaic growth by contributing. 
to increases in potential GDP, Consists of fiscal and 
monetary policies. To be contrasted with supply-side 
policies. 
demerit gonds Goods that are considered to be 
undesirable or consumers and are overprovided by 
the market. Reasons for overprovision are usually that 
the goods have negative consumption externalities: m. 
addition there may be consumer ignorance about the 
harmful effects. 
depreciation (of a currency) Refers to a decrease in 
the value of a currency in the context of a floating 
exchange rate system or managed exchange rate system 
(to be compared with devaluation, which is a decrease 
in currency value in a fixed or pegged exchange rate 
system), 


deregulation Policies involving the elimination or 
reduction of government regulation of private sector 
activities, based on the argument that government 
regulatvon stilles competition and increases inellicieny. 
determinants of aggregate demand Factors that cause 
shifts of the aggregate demand curve; include factors 
‘that influence consumption spending (C), investment 
spending (), government spending (G) and net 
exports (Y= M). 

determinants of demand See norprice determinants of 
demand. 

determinants of supply See non-price determinants of. 
supply 

evaluation (of a currency) Refers to a decrease in 
the value of a currency in the context of a fixed or 
pegged exchange rie system (to be compared with 
depreciation, whieh is a decrease in currency value in the 
context of s floating oF managed exchange rate system) 
development wid Foreign aid intended to help 
‘economically less developed countries with their 
growth and development efforts; to be contrasted with 
unaniturin aid. 

direct taxes. Taxes paid directly to the government tax 
authorities by the taxpayer, including personal income. 
axes, corporate income taxes and wealth taxes, 
discount rate See minimum lending rate of central 
bank. 

Misinllaion Refers to a fall in the rate of inflation 

it involves à positive rate of inflation and should be 
contrasted with deflation 

distribution of income Concerned with how much 

fof an economy's total income different individuals or 
different groups in the population receive, and involves 
answering the for whom” basic economie question, 
diversication Generally refers to change involving 
genler variety, and is used to refer to increasing the 
variety of goods and services produced and/or exported 
by a country: itis the apposite of specialisation 
economic development Broud-based rises in standards 
of living and well-being of a population, particularly 
in developing countries, It involves inereasing 

income levels and reducing poverty, reducing income 
inequalities and unemployment, and increasing 
provision of and access to basic goods and services 
such as food and shelter, sanitation, education and 
health care services, 

economie growth Increases in total real output 
produced by an economy (real GDP) overtime; may 
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also refer to increases in rca? output (real GDP) per 
capita (or per person). 
‘economic inequality The degree to which people 
in a population der in their ability to satisfy their 
cconomic need: economists focus on inequalities that 
result mainly from differences in income and wealth. 
economic integration Refers to economic. 
interdependence between countries, usually achieved 
by sereement between countries to reduce or eliminate 
le and other barriers between them, There are 
various degrees of integration, depending on the type 
of agreement and the degree to which barriers between. 
countries are removed; se trading Hoc. free trode aren, 
customs union, common market, monetary union 
economic wellbeing One of the key concepts of 
this cours; refers to levels of prosperity, economic 
satisfaction and standards of 1n ing among the members 
of a society. One of the key concepts of this course 
economically least developed countries Developing 
countries with vety Jaw incomes that have low levels 
of human capita! and a high degree of economie. 
Vulnerability: they are challenged in achieving 
sustainable developmen 
scononies The study of choices leading to the best 
possible use of scarce resources in order to best atitfy 
‘unlimited human needs and wants 
economies of seale Decreases in the average costs of 
production that occur asa fitm increases iis output by 
‘varying all its inputs (i. in the long run), explain the 
downward-sloping portion of the long-run average 
total cost curve: as a itm increases its size, the costs per 
unit of output fll 
efliceney One of the key concepts of this course; 
involves making the best possible use of scarce resources 
to avoid waste: may refer to producing at the lowest 
possible cost, or producing what consumers mostly want 
(soe allocative efficiency), 
sse Refers ioa high responsiveness of a variable 
(such as quantity demanded) to a change in another 
variable (such as price or income); see various 
elasticities, 
lavtllty Dn general, this is a measure of the 
responsiveness or sensitivity of a variable to ch 
in any of the variables determinants. See ep 
elasticities: price elasticity of demand, incume elasticity 
of demand, price elasticity of supply 
empirical evidence Real-world 
observations and data that we ac 
senses and experience. 


ea y) 


Engel curve A curve that shows the relationship 
between consumer income and demand for a produc 
indicates whether a good is normal or inferior, 
enirrposneurship One of the factors of production, 
involving a special human skill that includes the ability 
to innovate by developing new ways of doing things, 

to take business risks and to seck new opportunities 

for opening and running a business Entrepreneurship. 
organises the other three factors of production (land, 
Labour and capital) and takes on the risks of success or 
failure of a business, 

equality The state of being equal with respect to 
something; income equality means everyone receives the 
same income. One of the key concepts of this course 
equilibrium A state of balance such that there is 

no tendency to change 

equilibrium lev of output The level of output (reat 
GDP) where the aggregate demand curve intersects the 
aggregate supply curve (also known as the ‘equilibrium 
level o! income’). Note the distinction between short- 
rin equilibrium level of outpur and long-run equilibrium 
level of output. 

equilibrium level of real GDP 


equilibrium level of 


output, 


The price determined in a market 
ded is equal to quantity supplied, 
there is no tendency for the price to change: it is the 
price that prevails when there is marker equilibrium, 
equilibrium quantity The quantity that is bought and 
sold when à market isin equilibrium, ie. when quantity 
demanded is equa! to quantity supplied 
‘equity One of the key concepts of this course; is the 
condition of being fair or just: should be contrasted 
with the terin ‘quality’. Often used in connection. 
With income distribution, in which case it is usually 
interpieied to mean income equality (though this is 
oni; one possible interpretation of equity). 
excess demand In the context of demand and supply, 
‘occurs when the quantity of a good demanded is 
grenter than the quantity supplied, leading to a 
shortage of the good: see shortage 
excess supply Tn the context of demand and supply, 
‘occurs when the quantity of à good demanded is 
smaller than the quantity supplied, leading to a surplus; 
see surplus 
exchange rate The rate at which one currency can 
be exchanged for another, or the number of units 
of foreign currency that correspond to the domestic 
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currency; can be thought of as the price of a currency, 
Which is expressed in term: of another currency. 


excludable A characteristic of goods according to 
Which it is possible to exclude people [rom using the 
good by charging a price for it; if someone is unwilling 
or unable o pay the price they will be excluded from 
using it, Most goods are excludable. See also rivalrous 
expansionary ical poliey Refers to fiscal policy 
‘usually pursued in a recession, involving an increas: in 
government spending or a decrease in taxes (or both). 
May be contrasted with eomractionary fiscal policy, See 
also fiscal policy 

expansionary monetary policy Refers to monetary 
policy usually pursued in a recession, involving. 

1 decrease in interest rates, intended lo increase 
investment and consumption spending- May be 
contrasted with contractionary monetary policy. See alio 
monetary policy. 

‘expenditure approve A method used to measure the 
value of aggregate ouput of an economy, which adds 
up all spending on final goods and services produced 
within à countzy within a given time period (C+ Z+ G+ 
(Y= Mf), As suggested by the circular flow model, it is 
equivalent to measurement by the output approach and 
the come approach. 

tn penditure reducing policies Policies that involve 
reducing expenditures in the domestic economy xo ax 
to bring about a decrease in imports in onder t0 correct 
a current account deficit; they include contractionary 
fiscal and monetary policies 

expenditure switching policies Policies that involve 
switching consumption away fros imported goods 

and towards domestically produced goods, in order 

to correct a current accout deficit: include trade 
protection policies and sepreciation, 

export promotion Refers to a growth and trade 
strategy where a country attempts to achieve economie 
growth by expanding its exports, As a rade strategy, it 
looks towards foreign markets and is based on stronger 
links between the domestic and global economies. To be 
contrasted with import substitution, 

‘export subsidy A payment by the government to a 
producer or exporter per unit of the subsidised ood, 
Where the subsidy is paid for each unit of the sood that 
is exported, 

esports Goods or services that are sold to other 
countries 

external balance A situation whece the revenues from 
exports of goods and services are roughly equal to the 


expenditures ox imports of goods and services over an 

extended period of time. 

externality Occurs when the actions of consumers or 

producers give rise to positive or negative side-effects 

‘on other people who are not part of these actions, 

and whose interests are not taken into consideration, 

Positive externalities give rise to positive side-effects, 

negative externalities to negative side-effects, 

factors of production AI resources, or inputs (land, 

abour, capital, entrepreneurship) used to produce 

goods and services 

financlal account In the balance of payments, refers 

o inflows minus outflows of funds due to foreign direct 

investment, portfolio avesiment, changes in reserve 

assets and changes in licial borrowing. 

firm A business involved in production of goods 

or services: a hey decision-maker in a market 

economy: 

scil policy Manipulations by the government of its 

own expenditures and taxes in order to influence the 

level of aggregate demand; it ix a type of demand-side 

policy or demand management. 

fixed exchange rate Refers to an exchange rate that 

is fixed by the central bank of a country, and is not 

permitted to change in response to changes in cur 

Supply and demand; requires constant interventior 
or government 

ste system An exchange rate system 

nge rates are fixed by the central bank of 

sach country See five exchange rate 

floating exchange rate An exchange rate determined 

entirely by market forces, or the forces of supply and 

demand. Ther: is no government intervention in the 

foreign exchange market to influence the value of the 

exchange rate 

floating exchange rate system — An exchange rate 

system where exchange rates are determined entirely by 

market forces; see floating exchange rte 

or whom to produce One of the three basie economic 

questions: refers to the choice that must be made 

in response to the question of income or wealth 

distribution among a population. 

foreign aid The transfer of funds or goods and 

services to developing countries with the main objective 

to bring about improvements in their economic, 

social or political condinions Such transfers must 

be "concessional" (loans must be on more favourable 

terms than a bank would give) and "non-commercial 
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(must not be involved with buying and selling activities 
concerned with making a profit) 
foreign direct investuot (FDI) Refers to investment 
by firms based in one country (the home country) 
in productive activities in another country (the host 
country) with control of at least 10 per cent of the 

om in the host country. Firms that undertake FDI are 
called multinational corporations. 
forcign exehange Refers to foreign national curr 
Lc. for any county, it refers to currencies other than its 
framing A term from helavioural economies, it deals 
with how choices are presented to devision-makers; for 
example, consumers might be willing to pay a higher 
price for a faded pair of jeans in a boutique than for the 
identical pair of jeans in a discount store 
five entry The condition in which firms face 
barriers to entering an industry, characteristic of 
the market structures of perfect competition and. 
monopoliticcompeition 


free yood Any ood that is not scarce, therefore lus a 
dero opportunity coi, 

{ree market economy An ideal type’ of economy. 
based on the market approach to making economic 
decisions; involve private sector ownership and 
decision-making, and price rationing; to be contrasted 
with a planned economy 

free rider problem Occurs when people con enjoy the 
use of a good without paying for it, and arises from 
non-excludability: people cannot bz excluded from 
using the good, because it is not possible lo charge à 
price. Is often associated with public goods, which are 
i type of market failure: due to the fre rider problem, 
private firms fail to produce these goods. 

free trade The absence of government intervention 
of any kind in interuational trade, so that trade takes 
place without auy restrietions (or barriers) between. 
individuals or crm in different countries 

fee trade area (agreement). A type of trading bloc, 
consisting of a group of countries that agree to 
elirauiale trade barriers between themselves it is the. 
fost common type of integration area, and involves a 
lower degree of economic integration than a cuytemts 
nion or common market, Each member covaury retains 
the right to pursue its own trade policy towards non- 
member countries. An example is NAFTA (North 
American Free Trade Agreement). 

frictional unemployment A type of unemployment that 
occurs when workers are between jobs: workers may 
leave their job because they have been fired, or because 


their employer vent out of busines, or because they 
are in search of a better job, or they may be waiting to 
begin a aew job; lends to be short term. 

futi employment (i) In the production possibilities 
model, refers to maximum use of all resources in the 
economy to produce the maximum quantity of goods 
and services that the economy is capable of producing 
(production possibilities), implying zero unemployment. 
(i) In the AD-AS model, refers to the natural rate 

of unemployment, or unemployment of labour that 
prevails when the economy is producing potential 
‘output, or real GDP, determined by the position of the 
LRAS curve (when the economy is in long equilibrium). 
{ull employment level of output (eal GDP) The level 
of output (oF real GBP) at which unemployment ix 
‘equal to the natural rate of unemployment: the level 

‘of output (real GDP) where there is no deflationary 

or recessionary gap. Also known as potential output 
(potenti GDP) 

pulos fom trade Refer to the pains from international 
roe that arise when countries specialise and trade 
according to their absolute or comparative advantage: 
may be in terms of increased output or increased 
consumer or producer surplus 

gume theory A mathematical technique analysing the 


behaviour of decision-makers who are dependent on 
each other, and who use strategic behaviour as they try 
to anticipate the behaviour of their rivals, Has become 
‘t tool in microeconomics, often used to 
firms is based 


po 
‘analyse the behaviour of oligopolist 
heavily on the work of Amen 
economist John Nash 
GDP per capito, Grows domes product divided by 
umber u! people in the population: is an indicator. 
BZ he amos odorata uut per prima ta 
population. 
GDP See grass domestic product 
Gender Inequality Index (GI). A composite indicator. 
‘that measures inequalities Between the genders in three 
dimensions reproductive health, empowerment and 
labour market participation. 
Gini coefficient (Gini index) A summary measure of 
the information contained in the Lorenz curse of an 
economy. defined as the area between the diagonal and 
the Lorenz curve, divided by the entire area under the 
diagonal. The Gini coefficient has a value between 0 
and 1; the larger the Gini coefficient, and the closer it is 
to 1, the greater is the income inequality. 
lobalisation Refers to economic integration on a 
global scale involving increasing interconnectedness 
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throughout the world in many areas (trade, finance, 
investment, people, technology, ideas, knowledge, 
communications and culture). 
GNI See gross racional income 
GNI per capita Gross national income divided by the 
number of people in the population; is an indicator of 
the amount of income in an economy per person in the 
population. 
porermance Refers to the way of governing, and th 
Exercise of power in the management of an economy's 
economic and social resources, in onder to achi 
particular objectives such as economic growih and 
development 
government debt Refers to the yoverament’s 
accumulation of budget deficit: minus budget 
surpluses; i the total amount owed by the government 
to all creditors (lenders): also known as national debr. 
government intervention The practice of government 
to intervene (interfere) in markets, preventing the free 
functioning of the market, usually for the purpose of 
achieving particular economic or social objectives 
ross domestic product (GDP) A measure of the 
value of aggregate output of an economy, it ix the 
market value of all inal goods and services produced 
within a country during a given time period (usu, 
a year); may be contrasted with gross national 
income (GNI). 
gross national income (GNI) A measure of the total 
V received by the residents of a country, equal 
to the value of all final goods and services produced 
by the factors of production supplied by the country's 
residents regardless of where the factors are located; 
GNI = GDP plus income ftom abroad minus income 
sent abroad. May be contrasted with grass domestic 
produet (GDP). 
growth in production possibilities An outward shift 
in the PPC caused by a decrease in unemployment, 
or improvement in efficiency of production, or both, 
leading ton 


involving the objective to make the prowth of th 
is high as possible. 


row. See economie growth. 
Happiness Index An alternative method to standard 
national income accounting that measures economie 
well-being using numerous quality of hie dimensions in 
addition to real GDP per capita. 

Happy Planet Index An alternative method to 
standard national income accounting that takes into 


account enviromental sustainability and inequalities 
isa measure of sustainable well-being based on four 
dimensions, life expectancy, well-being, inequality of 
onicoines, ecological footprint. 

homogeneous product A product that is completely 
standardised and not differentiated; is characteristic of 
products in perfect competition, 


household A consumer or group of consumers (such. 
asa family) that buys goods and services for its own 
use; key decision-maker in a market economy. 
household indebtedness The degree to which 
houscholds have debts. 
howto produce One of the three basic economic 
questions; refers to the choice that must be made in 
response (o the question of what combinations of 
resources and what types of technologies to use in order 
to produce goods and services 
human capital The skills, abilities and knowledge 
acquired by people, as well as good levels of health, all 
‘of which make them more productive; considered to be 
a kiad of "capit because it provides a stream of future 
benefits by increasing the amount of output that can be 
produced in the future, 
Human Development Index (HDI) A composite 
indicator of development which includes indicators that 
measure three dimensions of development: income pu 
upita, levels of health and educational attainment; is 
a better indicator of development tha 
single indicators such as GNI per cupit, 
humanitarian aid Foreign wd extended in regions 
where there are emereencies caused by violent conflicts 
or natural disasters such as floods, earthquakes and 
tsunamis, intesded to save lives, ensure access to basic 
necessities such as food, water, shelter and health 
and provide assistance with reconstruction, 
hypotlrsis An educated guess, usually about a cause- 
‘and-etfeet relationship about an event, usually used 
To make predictions of real-world events by use of 
empirical evidence; hypotheses that have not been refuted 
(rejected) by the evidence may be used to build theories 
imperfect competition Refers to the situation where 
firms face some degree of competition (therefor 
they are not monopolies) but also have some degree 
fof market power (therefore they are not perfectly 
competitive: include monopolistic competition and 
oligopoly 
Import quota See guur. 
import substitution A growth and trade strategy where 
a country begins lo manufacture simple consumer 
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goods oriented towards the domestic market (such as 
shoes, textiles, beverages. electrical appliances) in order 
to promote its domestic industry; it presupposes the 
imposition of protective measures (taris, quotas, ete.) 
that will prevent the entry of imports that compete 
with domestic producers. To be contrasted with export 
promotion 
imports Goods or services produced in other countries 
that are bought and brought into the domestic 
economy, 
incentive function of price See prices as incentive 
lncentive-rlated policies Policies involving reduction 
of various types of taxes (such as income taxes and 
business taxes), in the expectation thatthe tax cuts will 
change the incentives faced by tax-payers; for example, 
cuts in income taxes may encourage the desire to work; 
cuts in business taxes may encourage investment, Are à 
type of market haved sipphy-sde policy 
income (i) the money people receive from their 
employment as well ax other sources including interest 
accounts and holdings of bonds, rents 
y, pensions etc; (ii) in the current account 
of the balance of payments, refers to inflows of all 
icome (mainly interest and profits) earned abroad 
minun ie same income factors that are sent abrov 
income approach A method used to measure the 
vale of aggregate output of an economy, which adds 
up all income earned by the actors of production in 
the course of producing all goods and services within 
i country in a given time period. Ax suggested by the 
circular low model, it is equivalent to measurement by 
the expenditure approach and the output approach. 
income distribution See divieihutin of income 
income effect Part of an explanation of the law of 
demand: as price falle real income increases causing the. 
consumer to buy more of the good (the other part is the 
substitution effect 
income clastic demand Relatively high responsiveness 
of demand io changes in income; YED (income 
elasticity of demand) > 1. See income elasticity of 
demand. 
income elasticity of demand A measure of the 
responsiveness of demand to changes in incom 
measured by the percentage change in quantity. 
demanded divided by the percentage change in price. 
income inelastic demand Relatively low responsiveness 
of demand to changes in income, YED (income 
elasticity of demand) < 1. See income elasticity of 
demand. 


as) 


income redistriation See redistribution of income. 
income tasts Taxes paid by households on their 
indicator A measurable variable that indicates the 
Sate or level of something for example GDP per capita 
is an indicator of the level of output per person in an 
economy 

indirect taxes Taxes levied on spending to buy goods 
and services, called indirect because, whereas payment 
fof some or all of the tax by the consumer is involved, 
they are paid to the government authorities by the 
suppliers (rms), that is; indirectly. 

industrial policies Interventionist supply-side policies 
designed to support tlis growth of the industrial 
sector of an economy: may include support for 

Small- and mediun-sized rms or support for “infant 
industries’ through tax cuts, grants, low interest loans 
and other measures as well as investment in buman 
capital, esearch and development, or infrastructure 
development in support of industry 

inslastie Refers to a low responsiveness of a variable 
(such as quantity demanded) to a change in another 
‘arable (such as price or income); see various 
elasticities 

ncquality (unequa). The absence of equality 
nequaity-adjusted Human Development Index 

(HDI). A composite indicator that measures human. 
development in the same three dimensions as the 
Human Development Index Gincome per capita, levels of 
health and educatione? attvinment), but each dimension 
is adjusted for inequality in the corresponding 
dimension: attempts to measure lowes in human. 
development that arise from inequality. 

inequity (nequit) | The absence of equity, when 
something i not equitable orf 

infunt industry A new domestic industry that has not 
had time to establish itself and achieve efficiencies in 
production, and may therefore be unable to compete 
‘wth more mature competitor firms from broad: 
considered to be one of the strongest arguments in 
favour of trade protection in developing count 

Known as sunrise industry 

inferior good A good the demand for which varies 
negatively (or indirectly) with income: this means that 
as income increases, the demand for the pood decreases. 
inflation A continuing (or sustained) increase in the 
gencral price level. 

inflation targeting A type of monetary policy carried 
out by some central banks that focuses om achieving 
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a particular inflation target, rather than focusing on 
the goals of low and stable rate of inflation and low 
unemployment. 
inflationary gup A situation where real GDP is greater 
than potentia! GDP, and unemployment is lower than 
the natural rate of unemployment; it arises when the 
AD curve intersects the SRAS curve at a higher level of 
Teal GDP than potential GDP 
lovortaal economy That part of an economy that 
s outside of the formal economy, consisting of 
economic activities that are unregistered and legally 
‘unregulated; it exists everywhere in the world but in 
developing countries it is often a very important part 
of the economy, because it offers work and income 
to substantial portions of the population who have 
no other opportunities to work in view of lack of 
employment opportunities inthe formal economy. 
Infrastructure Numerous types of physical capital 
resulting from investments, making major contributions 
to economic growth nad development by lowering costs 
of production and increasing productivity; include. 
power, telecom munications, piped water supplies, 
sanitation, roads, major dam and canal works for 
irrigation and drainage, urban transport, ports and 
inputs 
injections In the cicular low of income model, refer 
o the entry into income flow of funds corresponding to 
ing or exports 


integration See economic integration, 
intedependence One of the key o 
cous; refers to the iden that econ 
eract with and depend on each other; arises from 

the fact that no one is self-sufiisient, One of the key 
concepts of this course 

interest (i) A payment, per unit of time, for the use 

of borrowed money (borrowers pay interest, lenders 

receive interest). (ii) A payment, per unit of time, to 
owners of capital resources 

interest rate Interest expressed as a percentage; in the 
case of borrowed money, i is interest as a percentage 
of the amount borrowed, Changes in interest rates bim 
the basis of monetary policy. 

Toternational Monetary Fund (IME) An international 
financial institution composed of 189 membe! 

countries, whose purpose i to make shoriterm 

loans to governments on commercial terms (Le. non- 
concessional) in order to stabilise exchange rates, 
alleviate balance of payments difficulties and help. 
countries meet their foreign debt obligations, 


ts of this 
nic decision-makers 


intervention One of the key concepts of this course; 
typically iori to government intervention, meaning that 
the government becomes involved with the Workings of 
mates 

interventionist policy Any policy based on government 
intervention in the market; to be contrasted with 
market-oriented policy, See also government intervention. 
interventionist supply-side policy Any policy based 
‘on government intervention inthe market intended to 
affect the supply-side of the economy, usually to shift 
the LRAS curve to the righ, increase potential output 
‘and achieve long term economie growth; see industrial 
policy or investments in education or infrastructure as 
‘examples May be contuasicd with market-based supply 
side policy. 

imestment Includes spending by firms or the 
government oa capital goods (ie. buildings, machinery. 
equipment. ste.) and all spending on new construction. 
(housing aud other buildings) 

sJecueve affect A curve that plots the balance of trade 
(exports minus imports) on the vertical axis and time 
‘on the horizontal axis, showing that a country with a 
devaluingldepreciating currency may see a worsening 

in its trade balance (an increase in a trade deficit) in 
"he period immediately following the devaluation or 
depreciation, while in a later period the trade deficit 
‘ill begin to shrink provided the Marshall-Lerner 
condition holds (see Marshall-Lerner condition). 

John Maynard Keynes (1883-1946) A British 
economist; one of his ideas that he i famous for is that 
‘an economy left on its own will not necessarily lead to 
full employment on ts own, thus requiring government 
intervention, 

joint supply Refers to product 
iroods that are derived from a single product, so that 
itis not possible to produce more of one without 
producing more of the other (for example, butter and 
skimmed milk are both produced from whole milk, and 
producing more of one means producing more of the 
other as well 

Karl Marx A German philosopher who developed 

a theory predicting the collapse of capitalism and its 
replacement by communism, highly regarded for his 
insights into how capitalism works. 

Keynesian aggregate supply curve An aggregate supply 
curve that has a flat (horizontal) section, an upward. 
sloping section and a vertical section, It shows the 
relationship between real GDP and the price level on 
the assumption tat prices and wages are inflexible 
downward. Changes in the price level and/or real GDP 


of two or more 
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depend on the level of aggregate demand and where the 
economy is producing relative to full capacity output, 
‘Keynesian multiplier The ratio of real GDP divided 
by a change in any of the components of aggregate 
spending (consvraption C, investment J, government 
spending G, or net exports X= M): alternatively it is 1/ 
(I7 MPO, where MPC is the marginal propensity to 
consume. The value of this ratio is usually greater than, 
use of a multiplied effect of an initial change 
io i component of aggregate spending on the final 
value of real output. 
Keynesian evolution A school of thought bused on 
the contributions of John Maynard Keynes, according 
to which government intervention in the economy is 
essential for the management of aggregate demand in 
order to ensure that full employment will be achieved, 
labour A factor of production, which includes the 
physical and mental efost rat people contribute to the 
production of goods std services, 
labour market texibiiy Refers to the operation 
of market fores supply and demand) in the labour 
market, May be achieved by reducing or eliminating 
interference with market forces (for example, reducing 
or eliminating minimum wages and labour union 
activities, reducing job security, etc). 
labour union an association of workers in a pasticul 
is to improve work 


in negotiations with employers 
Mnisez-faire A French expression meaning let I do, 

ng toa free market economy without government 
intervention, such as was advocated by Adam Smith, 
According to thi idea a fre market economy left on its 
own will be highly efficiet, 
la A factor of production which includes all 
natural resources: land and agricultural land, ns well 
as everything that is under or above the land, such as 
minerals, oii reserves, underground water, forests, rivers 
und lakes, Natural resources are also called “gifts of 
nature” or "natural capital 
lavi A group of property rights that refer io 
the rights and rules to possess, occupy and use land; the 
term land here refers to natural resources including the 
land itself, trees, minerals, pasture, water, 
la of demand A law stating that there is a negative 
relationship between the price of a good and quantity 
of the good demanded, over a particular time period, 
eteris paribus: as the price of the good increases, the 
quantity of the good demanded falls (and vice versa). 


law of diminishing marginal returns A law stating that 
as more and more units of a variable input (such as 
labour) are added to one or more fixed inputs (such as 
Tard), the marginal product of the variable input at first 
{increases but there comes a point when the marginal 
product of the variable input begins to decrease; 
‘underlies the rms! supply curve 

aw of diminishing marginal utility A law stating that 
as consumption of a good increases, marginal utility, or 
‘the extra utility the consumer receives, decreases with 
sach additional unit consumed, therefore consumers 
‘will buy more only if price falls; this underlies the lw 
of demand. 

law of supply A law stotig that there is a positive 
relationship between the price of a good and quantity 
fof the good supplied, over a particular time period, 
ceteris paribus the price of the good increases, the 
quantity of the good supplied also increases (and vice 
versa), 


Jesus Dn the circular flow of income model, refers 
o the withdrawal from the income flow of funds 
corresponding to savings, taxes or import 
logie A method of reasoning which involves making 
‘series of statements each of which i true if the 
preceding statement is truc. 
long run (in macroeconomics) In macroeconomics, it is 
the period of time when prices of resources (especially 
wages) change along with changes in the price level, 
Jong run (in microeconomics) In microeconomics, itis 
a time period in which all inputs can be changed; there 
are no fixed inputs 
long-run aggregate supply (LRAS) curve A curve 
showing the relationship between real GDP produced 
and the price level when wages (and other resource 
prices) chage to reflect changes in the price level, 
eteris paribus, The LRAS curve is vertical at the full 
‘employment level of GDP, indicating that in the long. 
run output is independent of the price level 
long-run aggregate supply The total quantity of goods 
and services (real output or real GDP) produced in 
an economy in the [ong run (when wages and other 
resource prices change to reflect changes in the price 
leve, ceteris paribus. 
long-run equilibrium level of output The level of output 
(eal GDP) that results when the economy is in long- 
run equilibrium, occurring when the aggregate demand. 
and short-run aggregate supply curves intersect at a 
‘aggregate supply curve: occurs 
v the vertical L RAS curve intersects the horizontal 
axis, known as potential ouput, 
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long-run Phillips curve Sce Phillips curve. 
long-term growth Growth of an economy (growth 

in real output) over iong periods of time; shown by 
rightward shifts ot the long-run aggregate supply 
(LRAS) curve corresponding to the long-term growth 
trend of the business cycle; or outward shifts of the 
production possibilities curve (PPC). 

long-term growth tend In the business cycle diagrani 
refers to the line that runs through the business cycle 
curve, representing average growth over long periods of 
Lime; shows how output grows over time whea cyclical 
Auctuations are ironed out, The output represented 

by the long-term growth tend is known as potential 
oup. 

Lorenz curve | A curve illustrating the degree of 
equality (or inequality) of income (or wealth) 
distribution in an economy, i plots the cumulative 
percentage of income received by cumulative shares of 
the population, The clover the Lorenz curve is to the 
diagonal line of perfect equality, the more equal the 
income distribution, 


los Arises when total costs of a firm are greater than 
its total revenue; alternatively when average cost is 
greater than average revenue, or average cost is greater 
thaw price; it is negative profir, 

lovary goods Goods that a 
essential; they have a price elastic demand (PED!) and 
income elastic demand (YED>1), To be contrasted with 
necessities, 

macroecononie equilibrium In macroeconomics occurs 
where aggregate demand interests aggregate supply. 
determining the price level and level of real output (real 
GDP); see short-run and long-run equilbrium level of 
output 

maerocconomics The branch of economics that 
examines the economy ax à whole by use of aggregates, 
which are wholes or collections of many individual 
units, such asthe sum of consumer behaviours and the 
sum of firm behaviours, total income and output of 
the entre economy as well as total employment and the 
eneral price level. 

managed exchange rates Exchange rates that are for 
he most part free to lat to their market levels & e. 
their equilibrium levels) over long periods of time; 
however, central banks periodically intervene in order 
tø stabilise them øver the short term, 

mandated choice A term from behavioural economics. 
itis a choice between alternatives that is made 
mandatory (compulsory) by te government or other 
authority; required choice 


manufactured products goods produced by labour 
usually working together with capital as well as raw 
materials. such as for example cars, computers and. 
‘marginfmarginal Means extra or additional; is used in 
a number of contexts in economics, including marginal 
utility, marginal benefit, marginal cost, marginal product, 
marginal revenue, marginal tas rate 
‘marginal benefit The extra or additional benefit 
received from consuming one more unit of a good. 
‘marginal cost The extra or additional cost of 
producing one more unit of output 
‘marginal private benefits (MPB) The extra or 
‘additional benefit received by consumers when they 
consume one move unit of a good. 
marginal private costs (MPC) The extra or additional 
costs to producers of producing one more unit of a 
good. 
margist product The extra or additional output that 
results from one additional unit of à variable input. 
(uch as labour), 
marginal propensity to consume (MPC) The fraction 
‘of additional income spent on domestically produced 
goods and services, Determines the size of the 
Keynesian multiplier; the larger the MPC, the larger the 
‘multiplier: 
marginal propensity to import (MIM) The fraction 
of additional income spent on imports. The larger the. 
MPM, the smaller the Keynesian multiplier. 
marginal propensity to save (MPS) The fraction of 
income that is saved, The larger the MPS, 
smaller the Keynesian multiplier, 
marginal propeasity to tux (MPT) The fraction of 
‘additions icome that is paid as taxes, The larger the 
MPT. he smaller the Keynesian multipli 
marginal revenue The additional revenue arising from 
the sale of an additional unit of output. 
marginal social benefits (MSI) The extra or additional 
benefits to society of consuming one more unit of a 
good: are equal to marginal private benefits (MPA) 
When there are no consumption externalities. 
‘marginal social costs (MSC) The extra or additional 
costs to society of producing one more unit of a good: 
are equal to marginal private costs (MPC) when there 
are no production exteruslitis, 
marginal tax rate The tax rate paid on additional 
income refers to the tax rate that applies to the highest 
tax bracket of on individual's personal income. 
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marginal utility (MU) The extra or additional utility 
received from consuming one more unit of a good. 
market Any kind of arrangement where buyers and 
sellers of a particular good, service or resource are 
linked together to carry out an exchange. 
market coecertration. The degree to which a market 
is dominated by a small number of large firms. The 
small the number of firms controlling a market, the 
prester the market concentration. It is measured by the 
entation ratio. 
market demand Refers to the sum of all individual 
consumer demands for a good or service 
market oquilibrium Occurs where quantity demanded 
is equal to quantity supplied, and there is no tendency 
for the price or quantity to change 
market failure Occurs when the market fails to 
allocate resources eficiat, or to provide the quantity 
and combination of goods and services mostly 
Wanted by society, Mavket failure results in allocative 
incfüiciency wher ioo much or too little of goods or 
services are produced and consumed from the point of 
View of what is socially most desirable. 
market power Refer to the control that a seller may 
have over the price of the product it sells; it is the ability 
of o finm to charge a price greater than marginal cost, 
oe P>MC. 
market share Refers to the percentage of total sales in 
i market that is earned by a single firm; it may be a goal 
of some firms to maximise market share, or to make it 
as large as possible, 
market supply Refers to the som of all individual firm 
supplies of a good or service. 
market-based supply-side poley Any policy based 
on promoting well-functioning, competitive markets 
in order to influence the supply-side of the economs 
usually to shift the 4S curve to the right, increase 
potential output and achieve long term economic 
growth; include labour market reforms, competition 
policies and meentive-related policies, May be 
contrasted with interventionist supply-side policy 
maskit-oriented policy A policy in which government 
vention is limited, economic decisions are made 
snainly by the private decision-makers (firms aud. 
consumers) and the market has significant freedom to 
determine resource allocation: to be contrasted with 
interventionist policy 
Mardhall-Lerner condition ^ condition stating when 
depreciation or devaluation of a country s currency 
will lead 10 an improvement in that country’s balance 


of trade: the suin of the price elasticities of demand 
Tor imports aad exports must be greater than | for the 
trade balance to improve (for a trade deficit to become 
smaller) This usually holds over the longer term, but 
not in the shorter term (see cur). 

maximum price See price ceiling. 

merit goods Goods that are held to be desirable for 
consumers, but which are underprovided by the market, 
Reasons for underprovision are usually that the goods 
have positive consumption externalities; in addition, 
consumers with ow incomes may be unable afford them 
(and so do not demand them), or there is consumer 
ignorance about the benefits of the goods. 
microeconomics The branch of economies that 
examines the behsviour of individual decision- 
‘making units, consumers and firms: is concerned. 

With consumer and firm behaviour and how their. 
interactions in markets determine prices in goods 
markets ond resource markets, 


mistoünanee Programmes to provide credit (loans) in 

small amounts to people who do not ordinarily have 

access to credit due to luck of collateral; also known 

‘as microcredit. These are very important in developing 

countries s à strategy to help poor people climb out of 

poverty. 

minimum income standards A method to measure 

poverty consisting of ongoing research on what people 

in a population believe are the essentials for a minimum 

acceptable standard of living that allows people to 
society: is used to create a basket of 

Loods needed to achieve this minimum, 

minimum lending rato The interest rate charged by the 

central bank when it lends funds to commercial banks 

(according to UK terminology): has different names in 

different countries, for example refinancing rate in the 

European Union, discount nate in the United States, 

base rate in the United Kingdom, 

minimum price See price floor, 

minimum reserve requirement A legally determined 

fraction of total deposits of commercial banks that 

must be kept within their vaults, which cannot be 

lent out. 

minimum wage A minimum price of labour (the 

age) set by governments in the labour market, in 

order to ensure that low-skilled workers can earn a. 

Wage high enough to secure them with access to basie 

goods and services Ttva type of price floor. 

mixed economy An economy that combines the 

command approach (government decision-making) 
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With the market approach (private sector decision- 
making) to resource ownesstup, decision-making and. 
rationing. 

mobile banking Refers to the use of mobile phones 
and the internet o pay bills and to receive or pay 
money, meeting the needs of users for easier banking 
transactions; is playing an important role in reducing 
poverty in developing countries 


ede! A simplified representation of something in 
the real world, showing only the important aspects of 
‘he real world being investigated, ignoring unnccessary 
details 
monetaristinew classical model Actually includes two 
different models of the mactoeconoruy (the monetarist 
and the new classical); both are bused on the following 
principles: the importance of the price mechanism 
in co-ordinating economic activities, the concept of 
competitive market equilibrium, and thinking about the 
economy as a harmocious system that automatically 
ends toward full employment, 
monetary policy Policy carried out by the central 
bank, aiming to change interest nites in order to 

uence aggregate demand: it is a type of demands 
plies, or demand management, 
monetary union A high form of economie integrati 
involving the adoption by a group of countries of a single 
Currency, such as some of the countries of the Euopea 
Union (euro zone’ countries) that have adoptal the euro, 
Monetary union in addition involves t 
common monetary policy carried out by a single c 
bank, which is necessitated by the we of a single currency. 
money Anything that is aecepta as payment for goods 
tnd services; more precisely. money consists of currency 
(coins and paper money) md checking accounts 
money creation Refers to the process by which 
commercial banks create new money when they make 
loans 
‘monopolistic esapetition One of the four market 
structures, with the following characteristics: a large 
number of firms: substantial control over market price, 
predi differentiation; no barriers to entry. Examples 
tude the shoe, clothing, detergent, computer, 
publishing, furniture and restaurant industri: 
monopoly One of the four market structures, with the 
following characteristics: a single or dominant large 
frm in the industry: significant coniro! over price: 
produces and sells a unique product with no close 
substitutes; high barriers to entzy ato the industry: 
Examples include telephone, ater and electricity 


companies in asas where they operate as a single 
supplier (these are natural monopoles. 

moral bazard Refers to situations where one party 
takes risks but does not face the full costs of these risks 
because the ull costs of the risks are borne by the other 
party; often arises in connection with insurance; is a 
form of asymmetric information causing market failure 
‘Multidimensional Poverty Index (MPI) A composite 
indicator that measures poverty in three dimensions: 
health, education and living standards, each of which 
reflects deprivations (essential things people don't have). 
multilateral development assistance Lending to 
developing countries for the purpose of assisting their 
development on non-concessional terms (market rates 
‘of interest and repayment periods) by multilateral 
organisations, i.e: organisations composed of many 
countries, including development banks such as the 
World Bank, and the International Monetary Fund: to 
be contrasted with foreign aid. 

meilteral trude agreement A trade agreement (or 
angrcement to lower international trade barrieri) between 
any countries: at the present time these are main 
carried out within the framework of the World Trade 
Organization (WTO), and involve agreements between. 
WTO member countries. May be contrasted with bilateral 
‘rade agreement and regional rade agreement 
multinational corporation (MNC) A firm involved in 
foreign direct investment (FDI); itis a irm that is based 
în one country (the home country) and that undertakes 
productive investments is another country (the host 
country) with contro! of at least 10 per cent of the firm 


e Keynesian multiplier. 
government debt 

national income accounting Measurement of an 
econoiny's national income and output as well as other 
measures of economic performance by specialised 
statistical services in every country. 

national income statisties Statistical data used to 
measure national income and output and other 
measures of economie performance. 

national income The total income of an economy, 
consisting of factor payments or the sum of wages. 
interest, rent plus profit, often used interchangeably 
With the value of aggregate output, particularly in 

the context of macroeconomic models (such as the. 
AD-AS model) 
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national output Total output produced by an 
economy, also known a aggregate output, often 
measured by real GPP. 
natural monopoly A single firm (a monopoly) that can 
produce for the calire market at a lower average cost 
than two er more smaller firms. This happens when the 
market demand for the monopolist's productis within 
the range of falling long-run average cost, where there 
asc economies of scale. Examples include telephone: 
Water and electricity companies in arcas where they 
operate as a single supplier. 
natural rate of employment Unemployment that 
occurs when the economy is producing st lts potential 
or full employment level of output treal GDP), and is 
equal to the sum of structural, frictional plus seasonal 
unemployment. 
necessities Goods that ar: uecessary or essential: they 
have a price inelastie dericni (PED) and income 
Inelastic demand (YED« 1). To be contrasted with 
luxuries 
megutie consumption externality A negative 
externality caused by consumption activities, leading 
{oa situation where marginal social benefits are less 
than marginal private benefits (MSB< MP I); see also 
externality and negative externality 
pae externality A type of externality where the 
ide-effects on third patties are negative or harmful, 
o be contrasted with pesitive externality: scc alio 
externality 
negative production externality A negative externality 
caused by production activities, ketding to à situation 
Where marginal social costs are grater than marginal 
private costs (MSC> MPC), ste aho externality and 
negative externality 
met exports Refers to the value of exports minus the 
value of imports 
nominal GDP Gross domestic product measured 
in terms of current (or nominal) prices, which are 
prices prevailing at the time of measurement. Do 
not account for changes in the price level; to be 


nomial GNI Gross product national income in 
terms of current (or nominal) prices, which ate 

prices prevailing at the time of measurement. Does 

not account for changes in the price level to be 
distinguished from real GNI 

nominal interest rate An interes rate that prevails at 
any momentin time, which does sot take changes in the 


price level into account; to be distinguished (rom real 
nominst lue Value that is in money terms, 

meased in terms of prices that prevail at the time of 
‘measurement, and that does not account for changes in 
the price level to be distinguished from real values. 
‘non-collsive oligopoly A type of oligopoly where 
firms do not make agreements among themselves (i.e 
do not collude) in order to fix prices or collaborate in 
some way. 

moexcludable A characteristic of some goods where 
it is not possible to exclude someone from using a 
inood, because it is not possible to charge a prices itis 
‘one of the two characteristics of public goods (to be 
contrasted with exciuisil), See also mor-rivalrous 
‘non-governmental organisations (NGOs) Non-profit 
organisations that provide a very wide range of services 
‘and humanitarian functions in developing countries 
they provide foreign aid, all of which takes the form of 
grants (there are no loans involved). They are involved 
"Viti an enormous range of activities, including. 
emergency assistance, promotion of sustainable 
development, poverty alleviation, protection of 

child health, provision of technical asistance, 

and many more, 

mon-price competition Occurs when firms compete 
with each other on the basis of methods other than 
price (such as product differentiation, advertising and 
branding). Non-price competition occurs in oligopoly 
‘and monopolistic compes 
mon-price determinants of demand The variables 
(other than price) that ean influence demand, and that 
determine the position of a demand curve; a change 
in any determinant of demand causes a shift of the 
demand curve 

mor pcdes determinants of supply The variables 

(other than price) that ean influence supply, and that 
determine the position of a supply curve: a change in 
any determinant of supply causes a shift of the supply 
mor-produced, non-financial assets A part of the 
capital account of the balance of payments, which 
includes a variety of items such as mineral rights, 
forestry rights, fishing rights and airspace 
non-rivalrous A characteristic of some goods where 
the consumption of the scod by one person docs not 
reduce consumption by someone else; it is one of the 
two characteristics of public goods (to be contrasted 
with rivulus). See also non-excludable 
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normal good A good the demand for which varies 
positively (or directly) wit sacome; this means that as 
income increases, derind for the good increases. 
normal profit” The rainimum amount of revenue 
that frm must receive so that it keeps the business 
running (as opposed o shutting down). Normal profit 
is earned when abnormal profit is zero, or when average 
revenus is equal to average cost, or price is equal o 
average cost. 
normative economies The body of economics 

ased on normative statements, which involve 
belies, or value judgements about what nupt to 
be, Normative statements cannot be true or false 
they cannot be refuted, they can only be assessed 
relative to beliefs and Value judgements: Normative 
economies forms the bass of economie policies: to be 
contrasted with postive economics. 
udpe Part of behaviour economics itis a method 
designed to influence consumers” choice in a 
predictable way, without offering financial incentives or 
imposing sanctions, and without limiting choice. 
OECD Bester Lile index An alternative measure to 
standard national income accounting that measures 
economic well-being in a number of dimensions that 
take into account quality of Nfe 
tical borrowing Refers to government borrowing 
from abroad: is an items in the financial account of à 
country’s balance of payment, 
Official Development Assistance (ODA) The most 
important part of foin aid, eerie io foreign 
aid that is offered by countries or 
organisations composed of a number of countries 
(it does not include aid offered by non-governmental 
organisation) 
oligopoly One of th four market 
the foll 
firms in the indore f 
over price: n are interdependent: products may 
be difereninied or homogeneous: there are high 
barriers to entry. Examples include the car industry. 
airlines electrical appliances (differentined products) 
u the steel, aluminium, copper, cement industrie: 
(homogeneous products) 
pen market operations A tool of monetay policy 
whereby the central bank buys and sells bonds to 
Commercial banks in order to influence the money 
Supply and interest rat 
opportunity A set of circumstances making it posible 
for someone to do something 


‘opportunity cost The value of the next best alternative 
‘that must be given up or sacrificed in order to obtain 
something else. 

‘oogpst approach A method used to measure the 

value of aggregate output of an economy, which 
calculates the value of all final goods and services 
produced in the country within a given time period, As 
Suggested by the circular flow model, itis equivalent 

to measurement by the expenditure approach and the 
income approach 


overvalued currency A currency whose value is higher 
"han its free-market value; may occur if the exchange 
re is fixed (or pegged), or in a managed exchange 

Tile system, but not in à foly floating exchange rate 
system, To be contrasted with undervalued currency. 
payoff matrix La game theory, this shows all possible 
‘combinations of outcomes of different decisions made 
by the players in game theory 

‘per sapien Per person, or per head. For example 

GDP jer capita is total GDP divided by the number of 
people in the population 

perfect competition One of the four market structures, 
With the following characteristics: a large number 

‘of small rmi; no control over price; all firms sell a 
homogeneous product; no barriers to entry, perfect 
information and perfect y 
examples include agricultural commodity markets and. 
the foreign exchange market 

perfectly elastic demand Refers to a price elasticity 

fof demand value of infinity, and arises in the case of à. 
horizontal demand curve indicating that any quantity 
can be bought at that price: see price elastietty of 
demand. 

perfectly elastic supply Refers to a price elasticity 

fof supply value of infinity, and arises in the case of a 
horizontal supply curve indicating that any amount can. 
be sold at that price: see price elasticity of supply. 
perfectly inelastic demand Refers to a price elasticity 
fof demand value of zero, and arises in the cane of a 
vertical demand curve indicating that any amount can 
be sold at that price: sce price elasticity of demand, 
perfectly inelastic supply Refers to a price elasticity of 
supply value of zero, and arises in the case of a vertical 
supply curve: see price elasticity of suppl 

personal income tases Taxes paid by households 

fr individuals in houselol lon all forms of income, 
including wages, rental income, interest income, and 
dividends (income from ownership of shares in a 
company). 
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between unemployment and inflation. The short-run 

Phillips curve shows a negative relationship between 

the rate of inflation and the unemployment rate. The 

long-run Phillips curve is vertical at the natural rate 

of unemployment, indicating that there is no negative 

relationship between inflation and unemployment. 

jes (or Pigovian taxes) direct tases 
negative externalities of production 


or consumption. 
planned economy An economy where all economic 
decision-making is carried out by government planning 
based on command and control method: rather 

than reliance on prices determined in markets; to be 
contrasted with a free marker economy 

portfolio investment Financial investment, 

including investment in stocks and bonds. Appears 
as an item in the fnane a! account of the bi 

of payments, 

positive consumption externality A positive externality 
caused by consumption activities, leading to a situation 
where marginal social benefits are greater than marginal 
private benclts (MSA> MPH); see also externality and 
positive externality. 

positive economies The body of economics bused on 
postive statements, which are about things that ae, 
‘vere oF will be. Positive statements may be true o false 
30 they can be refuted. They form the busis of theories. 
amd models that try to explain economic events. To be 
contrasted with normare economics 

positive externality A type of externality where the 
side-effects on third parties are positive or benefi 

also known as spillover benchi”; to be contrasted with 
negative externality ee sho externality 

positive production externality A positive externality 
Caused by production activities, leading to à situation 
Where marginal social costs are less than marginal 
private costs (MSC < MPC): see also externality and 
positive exi 

potential output (potential GDP) The level of output. 
{real GDP) that can be produced when there is fi 
employment’, meaning that unemployment is equal to 
the natural rate of unemployment; also knows a: the 
fult employment level of output 

poverty The inability of an individual or family to 
afford an adequate standard of goods and services 
this standard may be absolute or relative; see absolute 
poverty abd relative poverty 


ut 


poverty cycle (trap) Arises when low incomes result 
in low (or 2240) savings, permitting only low (or zero) 
investments in physical, human and natural capital, 
and therefore low productivity of labour and of land, 
which in turn gives rise to low, if any, growth in income 
(sometimes growth may be negative), and hence low 
incomes once again. Poverty is transmitted from 
generation to generation 

poverty line An income level that is just enough to 
ensure a family with the minimum necessary ood, 
housing, clothing, medical needs. 

poverty trap S 
preferential trade agreement An agreement between. 
two or more countries to lower trade barriers between 
hem on particular products, resulting in easier access 
o the markets oí other members forthe selected 
products, compared with the access of countries that 
are not members 

price ceiling A maximum price se by the government 
for a particular good, meaning that the price that can 
be legally charged by the sellers of the good cannot 

be higher than the legal maximum price, Results in a 
shortage of the product 

price competition Occurs when a firm lowers its 
price to attract customers away from rival firms, 

‘thus increasing sales at the expense of other firms, 

May occur in the case of monopolistic competition 

or oligopoly, but not in perfect competition (or 
monopoly). 

price control Setting of minimum or maximum prices 
by the government (or private organisations) so that 
prices ane unable to adjust to their equilibrium level 
determined by demand and supply Price controls result 
in shortages oc surpluses. 

price detlstor A price index used to convert nominal 
Values into real values, such as nominal GDP into real 
GDP, known as the GDP deflator’ 

price hustle demand Relatively high respor 
of quantity demanded to changes in price; PED 
(price elasticity of demand) > 1. See price elasticity of 
demand. 

price elastic supply Relatively high responsiveness 

of quantity supplied to changes in price; PES (pric 
elasticity of supply) > L. See price elasticity of supply 
price elasticity of demand (PED). A measure of the 
responsiveness of the quailty of a good demanded to 
changes in its price, given by the percentage change in 
quantity demanded divided by the percentage change 
in price. In general, if there is a large responsiveness of 


e poverty cvele. 
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quantity demanded (PED > 1), demand is referred to as 
Being elasties if there 1 smal responsiveness 
(PED < 1), demand is inelastic. 
price elasticity of supply (PES) A measure of the 
responsiveness of the quantity af a good supplied to 
ange in its price, piven by the percentage change in 
quantity supplied divided by the percentage change in 
price. In general, if there isa large responsiveness of 
quantity supplied (PES > 1), supply referred lo ae 
Betag elas if there ia mall responsiveness 
(PES < 1), supply is inelastic. 
price floor A minimum price set by the government 
for a particular good, meaning that the price that ean 
be legally charged by the sellers of the good cannot be 
lower than the legal minimum price Results in a suplus 
of the produc 
price inclastie demand Retaively low responsiveness 
of demand to changes i uice; PED (price elasticity of 
demand) «1. See price elasticity of demand. 
Mice inelastic supply Relatively low responsiveness 
Of supply to changes in price; PES (price elasticity of 
supply) < 1. See price anii of supply 
price mechanism The system where prices are 
determined by demand and supply in competitive 
markets, resulting from the free interaction of buyers 
(demanders) and sellers (suppliers); these interactions 
determine the allocation of resources 
price war Competitive price-cutting by rms; usually 
oligopoly, As each one tries to capture raarket shares 
fromm rival ms results in lower prit for frma. 
prlee-maher Any firm that hos the ability to infuence 
the price of its product; arises whenever the firm 
faces a downward slopping detnand curve; applies to 
Varying degrees in all market structures except perfect 
competition. 
wiee-taker A firan that accepts a price at which it 
Selis its produet. Refers to firms in perfect competition, 
which being small and numerous have no control over 
price, and therefore accept the price determined in the 
market 
prises us incentives The ability of prices, and changes 
2h pres to convey information to consumers and 
producers that motivates them to respond by fering 
them incentives to behave in their bots sioe; 
firms according to the av o supply and consumers 
according to the law of demand; compere with price ax 
signals, which together with prices as incentives lad to 
an eficient allocation of resources (assuming no market 
failures). 


prices assigeas The ability of prices, and changes 
în prices te communicate information to consumers 
and producers about the existence of excess demand 
Or eners supply: on the basis of which they make 
economie decisions, which together with prices as 
incentives lead to an eficient allocation of resources 
(assuming no market failures) 

primary commodity Any product that i produced in 
the primary sector, which includes agriculture, forestry, 
filing and the extractive industries alo known as 
commodity 

primary products M products produced in the 
primary sector of an economy; alo known as 
ommodities; see primary sector 

primary sector A part of an economy that is 
dominated by agriculture, also including fishing 
Forestry and atl extractive activities (such as mining), 
privatisation A transfer of ownership from the public 
sector (hs government) to the private sector, ie. private 
producer surplus Refers to the difference between 

the price received by firms for selling thcir good and 

the lowest price they are willing to accept to produce 
the good. In a diagram, it is shown as the rea under 
the price received by producers and above the supply 
curve up to the quantity sold 

produet differentiation Occurs when each firm in 

an industry tries to make its produet diferent from 
those of its competitors: usually in order to create 
some market power (ron. poly power): product 
an be diferentiate Ly physical differences, quality 
differences, location services and product image. 
production possibilities Al possible combinations of 
the maximum amounts of two goods that can produced 
by an economy, piven ied and unchanging resources 
am technology, When there is full employment of 
resources and cfliciency in production. 

production poils curve (PPC) A curve showing 
production posible. 

profit A payment, per unit of time, to owners af 
Eaieprencurshipinanagement (a factor of production) 
See abnormal profir and normal profit 

profit maximisation The goal of firms, according to 
the standard theory of the firm. It involves making. 
profs large as posible, and is achieved by producing 
{he level of output where the difference between total 
revenue and total cest s the largest, or where marginal 
cost sequal to atl revenue. 
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progressive taxation Taxation where, as income 
increases, the fraction of iacame paid as axes increases: 
there is an increasing everage tax rate- 
property rights. The laws and regulations that define 
rights to ownership, use and transfer of property. 
proportional taxation Taxation where, as income 
increases, the fraction of income paid as taxes remains 
Constant; there is a constant average tax rate, 
pubike good A good that is nor-rivalious (it 
toasumption by one person does not reduce 
consumption by someone else) and non-exchudae (itis 
not possible to exclude someone from using the pood). 
Since itis not possible to exclude someoss from using 
the good even though they do not pay for it, firms do 
not have an incentive to produce ii. Public goods are 
therefore provided by the govertunent, This is a type of 
market failure. 
purchasing power parity (PPP) exchange rates Special 
exchange rates between currencies that makes the 
buying power of sech currency equal to the buying 
power of USSI, and therefore equal to each other. The 
use of PPP exchange rates to convert GDP (or GNI 
or any other output or income variable) eliminates the 
iluence of price level differences across countries 
and is very important for making cross-country 
corsparisons 
‘quantitative easing A too! used by central banks to 
se the money supply in the economy and facilitate 
commercial bank lending as part of expansionary 
vonelary policy: involves the buying of bonds by the 
central bank on a large scale 
quintiles Division of a population into five equal 
proups with respect o the disibulion of a variable, 
such as income; for example, the lowest income quintile 
refers to 20% of the population with the lowest income. 
{quota A type of trade protection that involves set 
i legal limit to the quantity of à good that can be 
imported over a particular time period (typically a 
year). (Moce generally ‘quota’ is a limited or fixed 
number of things) 
rute of Interest Sce interest rat 
rilioval consumer choice In the microeconomie theory 
of consumer behavior, consumers make choices about 
What goods and services to buy based on the following 
assumptions. All consumers (i) have consistent tastes 
and preferences, (i) have perfect information, and 
(ii) try to maximise their utility (make it as great as 
possible, 


rational producer behaviour The banis of standard 
theory of the firm according o which firms try to 
mami proi. 

raising A method used to apportion or divide 
somthing up between its interested users; in economics 
‘refer to the method used to make resource allocation 
and outputíncome distribution decisione. 

real GDP Grow domestic product (GDP) measured in 
Constant prices, Le. prices that prevail im one particular 
Year, called a “base year; this is useful for making 
Comparisons af changesin GDP over time that have 
Taken into account the influence of changing prex, to 
be distinguished from nominal GDP. 

real GNI Gross national income (GNI) measured in 
constant prices, i. prices that prevail in one particular 
Yean, called a “base year this is useful for making 
Sompariom ot changes in GNI over time that have 
taken into account the influence of changing prices; to 
be distinguished from nominal GNI. 

rennet rate The interest rate that has been 
Sorectd for inflatian; real interest rale = nominal 
interest rate - ite of inflation, 

real value Value that has eliminated the influence of 
jees in the price level 

recesion An economic contraction, where there in 
falling real GDP negative growth) and inccas 
Unemployment of resources which last six months or 
recessionary gap. A situation where real GDP is less 
than potential GDP, and unemployment is greater 
than Uhe natural rate of unemployment; i arises when 
the AD curve intersects the SRAS curve ta lover 
Tevel of real CDP than potential GDP, Also known as 
po 

redistribution of income Refer to changing the 
diibtion of income, giving rise toa new distribution. 
relaning ate Sce minimum lending rate. 

refutaton [n the sciences and social sciences it is 

the iden that it must be ponsible to refute ar dire 

a hypothesis or a theory by subjecting it to empirical 
tevin. 

regional trade agreement A trade agreement (oF 
Agreement to lower international trade barriers? 

between several countries tha are located within 

a geographical region (such as NAFTA, or North 
American Fre Trade Agrement), May be contrasted 


i) 


Copyright Material - Review Only - Not for Redistribution 


Glossary 


with bilateral made agreement and multilateral tnde 
agreement 

regressive taxation Taxation where as income 
increases, the fraction of income paid as taxes 
decreases these 1s a decreasing average tax rate. 
relative povrty The inability of an individual or a family 
to afford un adequate standard of goods and services 
Where the adequate standard is relative und changes over 
time: hus standard is defined as what is 'typical'in a 

society taken to be a particular percentage (often $04) 
‘of society's median income, As incomes increase and the 
median income rises, the standard alo rises 


remittances A transfer of money fron one country 
to another, in most cases by foreign workers who send 
money from their earnings in the country of residence 
to their family in their home country. 

reserve ussets Refers to foreign currency reserves 
that the central bank maintains and can buy or sell to 
influence the value of the country's currency exchange 
Tite; in the balance of payments appears as an item in 
the financial account, 

soure allocation Assigning available resources, or 
factors oF production, to specific uses chosen among 
many possible and competing alternatives: involves 
answeriag the arto produce” and "how to produce 
basie economie questions 

sources Factors of production, used by firms 

as inputs in the production process; see fitors of 
productio 

restricted choice A term in behavioura economics, it 

in a choice that is limited by the government or other 
authority. 

revaluation (of a currency) Refers to an increase in the 
value of a currency in the context of a fixed or pegged 
exchange rate system (compare with appreciation, which 
is an inerease in currency value in the contest of à 
Aoating or managed exchange rate system). 

revenues The payments that firms receive when they 
sell their woods and services. 

Hals A characteristic of a good according to 
‘which is consumption by one person reduces its 
availability for someone else: most goods are riv lrous 
tis one of the two characteristics of ‘private goods’. 
See also excludabl, 

rules of thumb A term from behavioural economies, 
are simple guidelines based on experience and common. 
sense, simplifying complicated decisions that would 
have to be based on the complex consideration of every 
possible choice. 


satisticing A goal of firms o achieve satisfactory 
Tesis rather han pursue a single maximising 
objective, such as to maximise profits or revenues; 
based o the argument that Large, modern firms have 
numerous objectives which may partly overlap or 
Conic, thus forcing them to compromise and reconcile 
confici rather Wan pursue optimal resulta. 

scarcity One of the key concepts of this courses it is 
the condition in which available resources (land, labour, 
capital, entrepreneurship) are limited; they are not 
Enough to produce everything that human beings need 
and want. One of the key concepto His course 
sercening Inthe cvent of asymmetrie information, 
this is a method used by ti buyer when the buyer 

hax limited information or example the buyer may 
research the seller or product onlin, or may informally 
ask friends in order to get more information. 

seasonal unesnployment A type of unemployment that 
‘cours when the demand for labour in certain industries 
changes on à seasonal basis because of variations in 
‘ew for example, farm workers are hired during peak 
harvesting seasons and let ff før the rest of the year 
Phor run (in macroscannmies) In macroeconomic, 
itis the period of time during which the prices of 
resources, particularly the price f labour (wages) do 
not change (they are constant) 

short run (in microeconomics) In microeconomics, it 
is a time period during which at least one input is fixed 
and cannot be changed by the firm. 

short-run wygregate supply The total quantity of 
goods and services (rit output or real GDP) produced 
in an economy in th: dort rum (when wages and other 
resource prices are held constan), crei paribus. 
short-run aggregate supply (SRAS) curve A curve 
Showing the relationship between real GDP produced 
md liz aconomy s price level when wages (and other 
resource prices) are held constant, ceteris paribus: the 
SRAS curve is upward sloping. 

short-run equilibrium lel of output In the monetarist/ 
new classical model, it is the level of output (real 

GDP) determined by the intersection of the aggregate 
demand and short run aggregate supply curves; in the 
Keynesian model, itis the level of output determined 
by the intersection of the aggregate demand and 
Keynesian aggregate supply curves In both models, 
equilibrium may occur Where there is (i) a recessionary 
(deflationary) pap Gib an iutlationary gap. or (i) full 
employment output. 

short-run Phillips curve Sce Philips curve. 


e) 


Copyright Material - Review Only - Not for Redistribution 


short-term fluctuations Al 
expansion (increasing real output) and contraction. 
(decreasing real output), which occur in the business 
eyele 


nating periods of 


short-term growth Growth of an economy (growth in 
real output) over relatively short periods of time; shown. 
by (a movement of a point inside the production 
possibilities curve (PPC) to point closer to the PPC 
{ses atual growth), or (i) by upturns in the business 
cycle usually due to increases in aggregate demand, 
shortage In the context of demand and suppl, is the 
amount by which quantity demanded is greater than 
quantity supplied. 
signalling function of price See prices as signals. 
ling In the event of asymetrie information this 
ix a method used by the seller when the seller has more 
information, which attempt: to convince the buyer 
that the product is of good quality: for example use of 
warranties or establislment of brand names, 
social enterprise type of commercial organisation 
that aims to achieve particular social gouls in an effort 
to improve peoples well-being and promote social 
change; may be either fors profit or not-for-profit 
‘organisations 
socially optimum output Refers to a level of output that 
is the best from the socially point of view, determined. 
by the achievement of allocative efficiency (or economie 
efficiency); occurs when marginal social benefits a 
equal to marginal social costs (MSB = MSC). 
social science Any academic discipline that studies 
d social relationships, concerned with 
ral principles describing how societies 
function and are organise) ioclude anthropology, 
economies, political cience, psychology, sociology and 
others 
social surplus The cum of consumer and producer 
surplus; i is maximum in a competitive market with 
no market filuzex See consumer surplus and producer 
surplus, 
speclallsution Occurs when a firm or a country 
concentrates production on one or a few goods ard 
services, In international trade theory, specialisation 
forms the basis for the gains from trade, arising when 
countries specialise according to their comparative 
advantage, and when firms specialise in production of 
goods and services that offer them economies of scale. 
speculation (currency). Buying and selling of 
something in the hope of making a profit, Currency 
speculation’ involves buying and selling currencies 


based on expectations of changes inthe value of a 
currency (change rates) in order to make a profit in 
the future 

al unemployment A type of unemployment 
that occurs as a result of technological changes and 
changing patterns of demand (causing changes in 
demand for labour skills), as well a changes în the 
geographical location of jobs, and labour market 
rigidities lack of labour market flexibility), 

subsidy An amount of money paid by the government 
to firms for a variety of reasons: to prevent an industry 
from failing, to support producen: incomes, ora à 
form of protection against imports (due to the lower 
costs and lower prices that arise from the subsidy) 

A subsidy given t 2 iem result in a higher level of 
output and lower price for consumers: May also be 
paid to consumers as financial assistance or for income 
Tedistibuion 

substitute goods Two or more goods that satisfy a similar 
nerd, so that one good can be used in place of another, If 
nv goods are substitutes, an increase n the price of one 
ads toan increase in the demand for the otber, 
substitution effect Part of an explanation of the law 
of demand; there is an inverse relationship between 
price and quantity demanded because as price falls 
consumers substitute the now less expensive good for 
Other products (the other part is the income eer 
sunrise industry Sce infantry 

supply Indicates the various quantities of a good that 
firms (or a firm) are wii and able to produce and 
sell at different possible prices during a particular time 
period, eteris paribus (all other things being equal 
supply curve A curve showing the relationship 
between the price of a good and the quantity of the 
ood supp, ceteris paribus (al other things equa; 
pov 

supply of money The amount of money in circulation, 
determined by the central bank of a country: im 
combination with the demand for money, the supply 

of money determines the equilibrium rate of interest. 
(n practice central banks have difficulties in accurately 
controlling the supply of money.) 

supply-side polices. A variety of policies that focus 

On aggregate supply, namely factors aiming to sil the 
longarum aggregate supply (RAS) curve to the right, in 
onder to achieve nter economie growth. They do not 
attempt to stabilise the economy (Le. to reduce the severity 
af the business cycle). There are two major categories o 
supply-side policies: market-based and interventionist, To 
be contrasted weth domond-sde policies, 
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surplus In general, this is the excess of something 
over something else to which itis being compared. (i) 
In the context of demand and supply, it is the extra 
supply that results when quantity supplied is greater 
than quantity demanded, (i) In the case of consumer. 
and producer surplus it is the extra benefit consumers 
iet by paying less for a good than the amount they are 
Willing to pay, or the extra benefit producers get by 
recs a higher price for the good they are selling 
than the price they are willing to receive, (iii) In the 
case of the government budget, a surplus occurs when 
government revenues are greater than government 
expenditures (iv) In the balance of payments, a surplus 
in an account occurs when the credits (now of 
money from abroad) are larger thon the debits (outflows 
of money to other countries), 
sustainability One of the key concepts of this 
course: refers to maintaining the ability of the 
environment and the economy to continue to produce 
tnd satisfy needs ord wants into the future for future 
cnerations; depends crucially on the preservation of 
the environment over time. Related to the concept of 
sustainable development, meaning "Development which 
meets the needs of the present without compromising 
he ability of future generations to meet their own 
eeds (according to the Brundtland Commission), One 
of the key concepts of this course 
suntainable debt A level of debt where the borrowing 
{government has enough revenus to meet è debt 
‘obligations (payment of interest and repayment of 
borrowed amount) without overdue debi payments, while 
also allowing economic growth at an acceptable rate. 
sustainable development Development involving the 
use of resource in the presen to meet present needs and 
wants in ways that do not deplete or degrade them, 
that future generations vall have enough resources to 
meet their own needs: refers to growth and development 
that does not deplete or degrade resources. 
Sustainable Development Goals (SDGs) A set of 17 
goals developed at the United Nations Conference on 
Sustainable Development in Rio de Janeiro in 2012: 
continue and expand upon the work begun years cavlier 
by the Millennium Development Goals (MDGs), which 
ran until 2015. Are used by international organistions 
and national governments in their fight against 
poverty and efforts to achieve sustainable economic 
development. 
taritis Taxes on imported goods; they are the most 
common form of trade restriction Tarifs may serve 
two purposes: o protect a domestic industry from 


foreign competition (a protective tail; or to raise 
revenue for the government (a revenue tariff. 

theory A general explanation of a set of interrelated 
events, usually (hough not always) based on several 
hypotheses that have been tested successfully tire to 
explain why certain events happen. 

‘theory of absolute advantage If countries specialise 
in and export the goods in which they have an absolute 
advantage (can produce with fewer resources) there 
results an improvement in resource allocation and. 
increased production and consumption in sach country. 
theory of comparative advantage As ong as 
‘opportunity casts in two (or more) countries differ 
is possible for all countries to gain from specialisation 
and trade according to their comparative advantage; 
‘this results in an improvement in the global allocation 
fof resources, rs«ulting in greater global output and 
consumption, is a more powerful explanation of the 
guins from trade than the theory of absolute advantage, 


{otal costs The total cost incurred by a firm that 
undertakes production of something, 

{otal product The total quantity of output produced 
by a firm, 

{otal revenue The amount of money received by firms 
when they sell a good (or service; iti equal to the price 
(P) of the good times the quantity (Q) of the good sold 
Therefore total revenue = Px Q 

tradable permits Permits that can be issued to firms by 
an government authority or tional body, and 
that can be traded (bought and sold) in a market, the 
objective being te lint the total amount of pollutants 
emitted by the ime, I a firm can produce its product 
by emitting a lover level of pollutants than the level 
set by its permits, it can sell its extra permits in the 
market. IF a firm needs to emit more pollutants than 
the level set by its permits it can buy more permits in 
the market, 

trade creation The replacement of higher cost 
products (imported or domestically produced) by lower 
cost imports that results when a trading bloc is formed 
and trade barriers ate removed. (To be contrasted with 
trade diversion.) 

trade diversion The replacement of lower cost 
products (imported or domestically produced) by 
higher cost imports that results when a trading bloc 

is formed and trade bartiers are removed, (To be 
contrasted with trade creation.) 

trade liberalisation The policy of liberalising (freeing 
up) international trade by eliminating trade protection 
and barriers to trade (ie tariffs, quotas, ete) 
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trade protection Government intervention in 
international trade through the imposition of trade 
restrictions (or barriers) to prevent the free entry 

f imports imo a country and protect the domestic 
sconomy from foreign competition, 

trading blee A group of countries that have agreed to 
reduce tari and other barriers to trade for the purpose 
of encouraging the development of free or freer rade 
and co-operation between them, Sec lo free trade 
irea, customs umon and common market 

‘eagedy of e commons A stary about cattle grazing 
on commonly owned land, illustrating rivalry and non- 
evchulablity of common pool resources as the land 
becomes overused and degraded. 
transactions in now-produced, m-inancial 

sets Refers to one of the two items in the capital 
account ofthe balance of ponies, including the 
purchase or use of natuta! resources that have not been 
produced land, mineral rights, forestry rights, water, 
fishing rights, airspace and electromagnetic spectrum): 
se capital cou 

anser poymeois Payments made by the government 
to individual specifically for the purpose of 
redistributing income, thus transferring income from 
those who work and pay taxes towards those who 
cannot work and need assistance. Groups rece 
transfer payments may include older people, 
people, very poor people, children of p 
unemployed people and others; referred t 
“vulnerable groups’ 

undervalued currency A currency whose value slower 
than its free-market values may oxcur if the exchange. 
rate is fixed (or pegged), or i a managed exchange 

rate system, but not in a ely floating exchange rate 
system, To be contrasted vith overvaled currency 
employment rute A measure of the amount 

of unemployment in an economy, expressed as a 
percentage. ciliated by laking the total number of 
unemployed people in an economy and dividing by the 
labour fose, and multiplying by 100. 

imeybyment The number of unemployed peop 
dehed as all people above a particular age (ie, not 
children) who are not working and who are actively 
looking for a job 

unfair competition Practices that countries may use 

in order 10 gain a competitive advantise over other 
Countries in order to unfairly increase their exports at 
the expense of other countries for example maintaining 
an undervalued currency. 


unitary PED A price elasticity of demand value of 
onei see price elasticity of demand. 

unitary PZS A price elasticity of supply value of one; 
ses price elasticity of supply 

universal basie income A method intended to provide 
everyone in a country with a sum of money that they 
would receive regardless of any other income they may 
have; its purpose is to reduce income inequalities and 
poverty 

‘unsustainable production Production that uses 
resources unsustainably, leading to their depletion or. 
degradation; see sustainability 


utility A subjective concept, it is the satisfaction that 
consumers gain from consuming something. 
wage A payment, per unit of time, to those who 
provide labour: this includes all wages and salaries, 
as well as supplements (such as bonuses and 
commissions). 
‘wealth The money or things of value that people own 
minus debts to banks or other financial institutions 
May include savings deposits (money saved in a bank); 
stocks in the stock market; bonds; land, houses and 
other property: valuable paintings or jewellery, 

tases Taxes on ownership of wealth, most 
property taxes, based on the value of 
property owned, and inheritance taxes, based on the 
value of property inherited 
weighted price index A measure of average prices 
in one period relative to average prices in a reference 
period called a base period; a weighted price index is a 
price index that ‘weights’ the various goods and services 
according to thew relative importance. In the consumer 
price index (CP), goods and services are weighted. 
according io their relative importance in consumer 
spending. 
sib In general, refers to the well-being of a 
population. In microeconomics, itis measured by the 
amount of social surplus (consumer and producer 
Surplus) that is generated in a market, Welfare is 
greatest, ie. social surplus is greatest, in competitive 
market equilibrium when there are no externalities, and 
marginal social benefits are equal to marginal social 
costs (MSB = MSO). 
welfare loss Refers to loss of a portion of social 
surplus that arises when marginal social benefits are not 
equal to marginal socia! costs (MSB # MSC), due to 
market failure. 
what/how much ta produce One of the three basic 
economic questions; refers to the choice that must be 


"T 


Copyright Material - Review Only - Not for Redistribution 


Glossary. 


made in response to the question what particular goods 
and services an economy i: to produced and in what 
quantities 

World Bank A development assistance organisation, 
composed of 1/5 member countries which are its 

joint owners, that extends long-term credit (loans) 

to developing country governments for the purpose 

of promoting economic development and structural 
change, 

World Trade Organization (WTO) An international 
organisation that provides the institutional nud legal 
framework for the trading system that exists between 
member nations worldwide, responsible for liberalising 
trade, operating a system of trade rutes and providing a 
forum for trade negotiations between governments, and 
Tor settling trade disputes, 
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rational income 276 Association of Southeast Asian bilateral trade agreement 473 
negative slope 273 ‘Nations (ASEAN) 473,598 bounded rationality 74 
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bounded self-control 74. 
bounded selfishness 74 
Bretton Woods system $06, 


budget deficit 346 
budget surplus 346 
business confidence 274 
busmess cycle 
aggregate demand, shifts in 
pe 
definition 260 
economic growth 335-6 
AAyctuations 261 
long-term growth trend 260-1 
pattern and phases 260 
significance 261 
unemployment 261 
business tax 274, 279-80, 400-1, 
415, 417, 532 


C 


cap 155 
und trade scheme 154 
capital 
capital account $12 
capital expenditures 399 
capital ight $20 
capital gains 415 
capital transfers $12 
carbon tax 153 
Caribbean 
(CARICOM) 474 
Caribbean Single Miket and. 
Economy (CSME) 474 
cartel 233 
central Africa (CEMAC) $98 
Central America (CAIS) 598 
central banks 
definition 388 
füactions 388 
minimum lending rate 393 
money creation 391 
Central European Free Trade 
Agreement (CEFTA) 474 
ceteris paribus 23, 25, 43, 44.5, 
47-5, 57, 104,193, 2 
496 
change 4 


choice 4 
‘economic perspectives 8-9 
price mechanism 60 

choice architecture 76 
default 76 
mandatory 78 
restricted 76 

circular econoray 38 
interdependence with 

society 38 

circula low of income model 20 
in closed economy 20, 248 
firms (or businesses) 20, 248 
households (or consumers) 20 
imports and exports 21-2 
leakages and injections 20-2, 

248-50 
micro und macroeconomics, role 
in 22-3 
saving and investment 21 
tases and government sping 

classical economics 33 
margin, concepts M. 

Marais criticism 35-6 
1th century 33-6 
Says law 34-5 

Aih century 36-8 
Usilty theory 33-4 

closed economy 20, 2, 248, 436 

collective self-governance 189. 
advantage and disadvantage 159 

collusion 233 

collusive oligopoly 233-4 

command and control H4 

commercial banks 38 
money creation 391-2 


common market 474 
common pool reso 
characterises 144-5 
conorar: growth 341 
externalities 148-9 
Turket failure 147-8 
negative consumption 
externalities 164-6 
negative production externalities 
150-64 
rivalry and non-excludabilty 
concepts 145 
sustainability 145-7 


community surplus 68 
comparative advantage 439, 
439-40 
diagram 440 
sources 441-2 
strength and limitations 442 
competition 42 
competitive markets 42 
allocative efficiency 65-70 
equilibrium $9 
equilibrium, demand and supply 
57-62 
market power 198 
meaningd3 
price mechanism 62-5 
competitive supply $2 
complements (complementary 
goods) 46 
composite indicators 886 
concentration ratio 288 
conditional cash transfers (CCT) 
182, 607 
consumer confidence 273 
consumer nudge 114 
consumer price index, (CPI) 
308-16, 389 
delinition 309 
GDP deflator, comparison with 


E 
inflation and dellatio 
measurement 309, 311 


liniations 313-14 
real income calculation 312 
sample construction 310 

consumer surplus 67 
indirect taxes 129 
minimum wages, impact on 126 
mon. price determinants of 

demand 46 
price ceiling 117 
price loors 123 
Subsidies 135-6 

consumption externalities 
deferred 320 
domestic production and 434 
influence Jevels 113-14. 
spending 273-4 
see also negative consumption 

externalities: positive 

consumption externalities 

contracting out 186 


ws) 


Copyright Material - Review Only - Not for Redistribution 


) Golouiks ron me i Dioma counstaoon 


contractionary fiscal policy W-l, debt servicing M7 financial crisis 2008, 347, 370 
404,425, 505, $19, 522,524, default choice 76 GDPIGNI comparison 366 
E deferred consumption 315 healthcare 549 

contractionary monetary policy deficit S10 IMF's role 626 
E dellation 309 import policies 595 

core rate ct inlltion 314. causes 319-20 income elasticity of demand 

corporate income taxes 274, 372 consumer price index 309 (YED) 99 

corporate indebtedness 274 costs of 320-1 income inequalities/disteibution 

corporate social responsibility 80 deflationary (recessionary) gap 283 36,344, 356 

tos push inflation 38-16, 351, deflationary spiral 320 industrial polices 635 
425-6, SO demand 43 informal economy 577-8 

costs, concepts and formula 207 individual 43-4 interest rates 580 

costs of production 201 market 44-5 labour supply 570 

average and marginal 202-4 "on-price determinants 45-6 MNCs 612, 614 
ealeulation 203 demand curve 44 ODAIGNI 615, 617, 619-20 


concepts 20 


07 marginal benefits 65-6 poverty 359-60, 363 


discconomies of scale 204 movements and shifts 47 price elasticity of demand (PED) 
economies of scale 204 demand. decent unemployment 96 
long run 203-4 M4 primary sector 103 
short run 202-3 demand management 387 stakeholders 123 

credit item 510 demand pull inflation 344-15, tariffs 467, 485, 576 

credit rating S9 350-1, 424 tax policies 372, 380, $83, 607 

credits $09 demand-side policies 387 technological development 571 

crowding oui 403 contractionary iseal spending trade agreements 598 

current account 512 E trade protection policies 603 
balance 501-2 cost-push inflation 426 WTO's decisions 485-6 
balance of payments 511, $14-15 cyclical unemployment 424 developing countries 
deficit S11 demand. pull inflation 424 climate and ecological conditi 
exchange rates 18-20 direct supply-side effects 417-18, sn 

current account deficits natural unemployment 424 commercial banks S84-5 
consequences 530-1 types 387 diversification 466, 600 
correction policies 581-2 demerit goods 79, 166 erecting industries 416 
Marshall Lerner conditio demographic trap $68 exports 576 

S324 Department for International factor supplies $70 

current account surplus. Development (DFID) 617 foreign debt $02 

consequences 534 depreciation of currency 493 healthcare 379 


definition SUL 
current expendi 
current transfers $11 


households 264 
buman capital, low levels 571-2 
income inequalities 345, 370, 


E 


customs duties (ai) 373, 444 aggregate 73 380, 03 
Customs union 473 determinants of supply 49, S1, 53, indebtedness 579 
Cyclical unemployment 304-5, 60. 110 infrastructure, limited access 
390-1, 323, 389,424,427, devaluation 308 567,560 
ET developed countries inheritance and property rights 
agricultural sector 576 ES 
honking 584 land rights 585-6 
D climatic conditions S81 negative consequences 576-8 
Corporate social responsibilty 80 overvalued and undervalued 
eight los 00, 117 Somipton 591 currencies 507-8 
debit tem S10 Sdicationa level 609 poverty im 363, 543-4, 564 
debits s09 mission restrictions 160 primary commodities 574-5 
eb relief 579, 6223 EDISI Privatisation 418 
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social enterprise 601 
supply-side policies 21 
tariff barriers $76 
technology, limited access 570-1 
trade liberalisation 602 
WTO assistance 483-6, 606 
development aid 616 
direct taxes 127, 372 
discrimination 
pender 573, 887 
reduction policies 381 
disinflation 309 
distribution of income 10. 
economic growth 342, 345 
equality 4, 114, 192 
fiscal policy 399 
GDP and GNI 265 
negative impacts 2 
price controls 381 
quotas 449 
taxation 372, 974 
unequal 353, 356, 360, 370, 592 
diversification 146, $99 
Doha Development Round 485 


eastern and southern Africa 
(COMESA) 598 
casy monetary policy 394-5 
econometrics 28 
economic activity 
alternative measurements 264-6 
business cycle 260-2 


expenditure appro 
income apprioch 252 
measurements 250-5 
national income 251 
national income accounting 
1869 
‘output approach 252-3 
overview 250 
well-being measurements 266-8 
economic barriers 
climate and 571 
educational quality 571-3 
factor supplies 570-1 
health care insufficiency 573 
human capital, levels 571 


income inequality 567 
infrastructure, limited access 
EH 
international markets, lined. 
access 576-7 
technology, limited access 
370-1 
economic (basic) questions 
alternative ways 11-15 
production decision (what/how 
aid for whom) 10-11 
‘economic costs 201-2 
economic development S44 
composite indicators 556 
economic growth versus 44, S61 
sconomic inequality indicators 
E 
education indicators $52 
energy indicators $55 
environmental indicators 555 
Gender Inequality Index 558-9 
Happy Planet Index (HPI) 559 
health indicators 549-50 
human development 545 
Human Development Index 
(HDI 556-7 
Inequality-adjusted Human 
Development Index (HDI) 
557-4 
measurement, strength and. 
limitations 560-1 
multidimensionality 544-5 
single indicators 547-9 
social inequality indicators 553 
use of indicators 546-7 
economic efficieney see allocative 
efficiency 
economie fluctuations se» business 
eyele 
economie goods 
demand and supply analysis 60 
opportunity cost 9 
economie prowth 18 
AD-AS model 334-6 
desud- pull inflation 350-1 
division of labour 33 
economic development versus 
544, 561 
environmental impact 342-3 
exchange rate, impact on 501 
income distribution 344-5 
inflation 345 


living standards, impact on. 
Mi? 
meaning and significance 332-4 
poverty 369-70 
production possibilities curve 
(PPC) model 18-19 
productivity, role in 341 
Short term yersus long term 
346 
social enterprise 601 
sustainable development 6 
trade liberalisation 602-3 
unemployment 345 
economic inequality 383 
Gini coeficient 385-6 
importance $67 
Lorenz curve 354-7 
measurement 354 
‘unequal distribution of income 
E] 
‘unequal distribution of wealth. 
353-4, 356 
sconomic integration 472 
monetary union 482 
ding blocs 472-6 
ding protection 464-72 
World Trade Organization 
(WTO) 483-6 
economic knowledge 
solute and relative poverty, 
concepts 362 
leruism and perceptions 74-5 
business cyle 2 
economic development, values 
ot $46 
economic growth versus 
sustainability 343-4 
economic policy, ideology wrsur 


education, value of 572 
environmental sustainability 
170-1 


equity for taxation principles 
E 

free trade 488 

Keynesian perspectives 295 

‘macroeconomic policies, 
paradigm shifts in 428-9 

market failure 193-4 

maximum social welfare 71 
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monctarisVnew classical 
perspectives 294-5 
natural rate of unstoployment 
306-8 
Pareto optimality 140-1 
perfect competition 238 
profit maximisation, goals 82 
rational self-interest in economic 
decision making 162-4 
:ntifc method, use of 29-30 
testing methods 28 
trade liberalisation in developing 
countries 60$ 
valuc judgements 269 
economic methods 
ceteris paribus assumption 25 
empirical evidence 25-6 
hypotheses 24-6 
luvs, use of 26 
logic, use of 24 
models, use of 26-7 
positive verry normative 
economic profit 207, 227 
economic systems 12-15 
economic thoughts, history of 
‘ia century 30-3 
century 33-6 
uty 36-8 
ntury 38 
mic well-being 4 
mically least developed 
countries (ELD Cs) 466 
economically more developed. 
countries 266, 360 


economics 6 
economics, nature of 

a a social science 35 

choice 8-9 

four factors of production 7-8 

fundamental problems 5-6 

scarce resources 6-9 

sustainable development 6-7 
economies oF scule 204 

feign markets 596-7 

growth maximization 81 

infant industry 465 

market share 80 

mergers 242 

‘monopolistic competition 229 

monopoly and natural monopoly 

215-17, 224, 239 
oligopoly 230, 237 


perfect competition 214, 228 
production cost 203-4, 433-4 
small market 475 


Sisi 
see alo pec 
Emissions Tracing System (ETS) 
154, 160 
empirical evidence 28 
empowerment 887 
‘curve 100 
jutreprencurship X 
circular flow of income model 
20, 192, 248 
economie costs 201 
income approach 252 
normal proi 207 
environmental eapital 
xee also natural capital 
Environmental Protection Agency 
(EPA) 161-2 
quality 29 
concept 353 
equilibrium $8 
definition 5& 
level of seal GDP 279, 
20 314-15 
pree $9 
quantity 59 
unemployment 326 
equity 4 29 
concept 353 


errors and omissions 513 

ethical concerns, firms 79-80 

EU Allowance (EUA) 160 

European Bank for Reconstruction 
and Development (EBRD) 
617 

European Cost and Steel 
Community (ECSC) 478 

European Economie Community 
(EEC) 434, 474, 479 

European Monetary Union 
(EMU) 524-6, 528-9 

European Union (EU) 154, 160, 
241,303 

European Union Emissions 
Trading System (EU ETS) 
154, 160 


European Union's Common 
‘Agricultural Policy (CAP) 
479-81, 576 
curo zone 388, 491 
curo zone countries 482 
excess demand S8-60, 64, 114-15 
exchange rates 505, 512-14, 51, 
En 

shortage and 119-20 

excess supply S8 
disequilibrium 60 
exchange rates 05, 511, 518-19 
of labour 301-2 
minimum wages 125 
price controls 114-15 
price floor 120-2 
surpluses SK-9 

exchange rates 
appreciation 493 
calculations 498-9 
changes, evaluation 00-2 
currency demand and supply 

dun 

definition 491 
depreciation 493 
exports and 494 
investment and 494-6 

excise taxes 373 

excluduble 144 

expansionary fiscal policy 00 

expansionary monetary 
policy 3 

nditure approach 251 

expenditure-reducing 
policies $81 

expenditure-switehing policies $81 

explicit costs 201 

exports 

definition 21 
promotion 596 
spending 275 
subsidies 454, 457-61 

external (or spillover) benefit 148 

external (or spillover) costs 148 

externalities 

definition 148 
socially optimum output 149 
las 
sve ulso negative consumption 
externalities: positive. 
production externalities 
extreme poverty 359 
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factor endowments 441-2 
factors of production 5 
road categories 7-8 
price elasticity of supply 107 
falsifiability 27 
Federal Reserve 507 
financial acount $13 
balance of payments 512-15 
exchange rates 520 
financial capital $ 
firm's business objectives 
alternative objectives 79 
corporate social responsibility 
79-81 
definition 20 
rational producer behiviour 79 
fiscal policy 274, 399 


sontractionary 400-2 
expansionary 400 
goals 399 
monetary versus 404 
strengths 403-4 
fixed suchange rites 492, $19 
current account imbalances $21 
definition S04 
degree of certainty 20-1 
foreign currency reserves 521 
government intervention 504-6, 
522 IMF" objectives 625 
ation, effecta on $21 
outing exchange rates 
definition 492 
determination of 492-3 
for whom to produce 10 
foreign aid 61 
evaluation 018 
foreign currency 491, 505, 2, 521. 
En 
foreign debt 502, 579, 598,613, 
currency depreciation $02 
foreign direct investment (FDI) 
368, 480, 494-6, 512, 598, 
611-15, 617 
foreign exchange 491 
foreign producers, subsidies 136 
formal sector 587, 603-4 
fractional reserve system 392 
framing 73 


free entry 196, 211, 227, 229, 444 
free goods 9 
demand and supply analysis 60 
opportunity cost 9 
free market economy 12, 13-15 
characteristics 12 
evaluation 15 
households and firms 13 
fie rider problem 188 
free trade 433 
theory of absolute advantage 
p 
theory of comparative advantage 
439-40) 
vernis trade protection 444 
free trade arcas (FTAs) 473-4, 
EE 
agreement 473 
frictional unemployment 9 
Friedman, Milton's monetatism 37 
full employment 16,261 
GDP level 281, 284-5 
level of output 253 


G 


gaini from trade 433, 438, 441 
game theory 2 
GDP see grows 


(GDP) 
Gender Inequality Index ( 
556, 558, 560, 562, 631 


ising 377 
ginis of nature 7 
Gini index 385 
globalization 5, 327, 368, 603 
GNI see gross national income 
(GNI 
gold standard 506 
governance 590 
government 
‘command! approach 157-9 
indirect taxes 129 
market economy, role of 11-12 
price ceiling 117 
price floors 123 
price loors imposing 121 
subsidies, granting 136 
government budget 
expenditure, types 398-9 
revenue sources 398 


government debt 346 
GDP share 347 
government spending and 348 
income inequality 348 
low private investment 348 
lower economic growth 349 
poor credit ratings 347-8 
purpose 346-7 
Servicing costs 347 
trap, possibilities 348 
government intervention 11-12 
for abuse of market power 
239-44 
allocative efficiency 69-71 
balance of payments 509-15 
consumption levels 113-14 
equality, promoting 114 
fines, imposition 241 
fixed exchange rates 504-6 
managed exchange rates 
506-8 
market failure, correction 
orta 
market-oriented policies 633-5 
mergers 241 
merit goods, provision of 608-10 
microeconomic level 114 
minimum wages 381 
price controls 381 
production levels 113 
publie goods 186-7 
redistribution policies 606-8 
revenues, caring 113 
strength and weakness 635-6 
support to firms 113 
trade and market liberalisation 
604, 606 
government spending 274-5 
future taxation, impact on 348 
on merit goods 380 
gross domestic product (GDP) 
calculation by expenditure 
approach 256 
consumer price index, 
comparison 312 
definition 282 (see aho. 
purchasing power parities 
(PPP) 
deflator, comparison with CPL 
312 
economie well-being 265 
full employment and 284-5 
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GNI comparison 253, 266 
government debt 347 
meaning 255 
per capita 254 
price delator 256-9 
eal 279, 284, 289, 293, 314-15 
statistics 204-5 

gross national income (GNI) 
calculation 256 
\etinition 253, 283 
economic well-being 265 
GDP, comparison with 253, 266 
nominal 254 
ODA and 615, 617, 619-20 
per capita 264, 557 
real 254 
statistics 264-5 

growth in production powibilities 

18 
growth maximisation 8t 


H 


Happiness Index 264, 267-8 
Happy Planet Index (HPI) 
264-70, 344, 54, 556, 
559-60, 562 
Harmonised Indes of Consumer 
Prices (HICP) 313-14, 
622-3 
Hicks/Kaldor criterion 488 
idden unemployment 299 
omogeneous products 197 
households 
definition 20 
in developing countries 264 
ms and 13 
wlebtedness 274 
how to produce 10 
human capital 
economic growth 339-40 
Human Development Index (HDI) 
342, 544-62, 578 
bumanitarian aid 616, 618 
human resources 341, 414, 630-1 
economic growth 340 
hyperinflation 
costs of 318-19 
hypothesis 24 
hysteresis 00. 


independent goods 46 
l indicators 546 
composite 536-9 


imperfect competition 196 Fei 


tepen umida) Beret 
definition 448 anionini 76-8 
rah 

NM 

durs emo 129 

bel im d 

deat a Us 

Sinn Nag ora, ele cata 
344-6, 351, 354-6, 369-70, 113 


ANS, 469, 567 eum 
fet 49 workers 12 


individual demand 43-6 
elastic demand 99 
tedio individual supply 49-51 
inelastic demand 99 vi pres be 
redistribution 11, 13-14, 357, induced spending 
380,342,399 industrial policies 416 
income elasticity of de inequality 29 
(ED) Inequahty-adjusted Human 
cvicuation 98 Development Index (HDI) 
concepts 110 544, 556-60 


definition 98 neguity 29 
Engel curve 100-1 infant industry 468, 595 


infant mortality 549, 590 
expansion of industries 101-3 y 549, 

formula 98 inferior good 48 

functions 98 cor iy 
industries expansion rate 101-2 appropriate rate 
interpretation 98 consumer price index 309 
interpretation 98-101 corer nearest 314 
Key characteristics 109-10 cost-push 315-16, 351, 426, 501 
humeral value 99 costs of 317-18 

sectoral structure of economy demand-pull 314-15, 350-1 


imports 
definitica 21 
spending 275 
substitution 595 
incentive 63 
incentive function of price see 
prices us incentives 
incentive-related polices 415 
approach 251 
delinition 511 


"4 50-1 
PUN economie prt MS 
income inelastic demand 99 exchange rate, impact on 500 


fixed exchange rates 521 
nominal income and 316-17 
purchasing power and 316-17 
real income and 316-17 
employment versus 322-7 
Weighted price index 310-11 

inflation targeting 389 


income taxes 274 
indebtedness 
corporate 274 
developing countries 579 
household 274 
unemployment 300 
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inflationary gap 283 import substitution 595- 
Informal eco 299,369,571, Mena 39 [n 

578-9, 5867, 505-6, 604, production subsidies 454-6 

614,628, 624 taris 444-6 MUT 
infrastructure 416, 567 trading blocs 472-6 pene EAT 
injections 20 World Trade Ove S 
institutional chan (WTO) intus MR eS 

"iccolinance 627-8 intervention § ad 


land sights $88 


mobile banking 630 interventionist supply-side policies 
property rights and land mae une tes pel Latin America (MERCOSUR) 598 
rights 632 investment goods 21, 249 wol demand 44, 44 
reducing corruption 631-2 investment spending 273-4, 275,280, Sswumptions 47-8 
Women's empowerment 630-1 394, 400, 403, 409-10, SOL pone und subatinution eflet 
insurance services 189-90 Ld 
integration 4714. law oF diminishing marginal 
Inter- American Development J returns 54-5, 88, 202 
mut ODE) $17 Jaw of diminishing marginal utility 
interdependence $ J-curve effect $33 me 
interest 0 Japanese yen JPY) 498 law of supply 80 
Intergalactic Space Travel (IST) Jevons, Stanley 34 ‘assumptions 54 
EIE joint supply 52 individual supply 48-50 
International Bank for market 50-1 
Reconstruction and leakages 20 
Development (BRD)624 — K Jess developed countries 80 
International Development corruption 591 
‘Association (IDA) 617, 624 Kahnemn, Daniel 38 Duals: 
Toternational Labour Organization Karl Marx M gross national income 544, 549 
(LO) 877-8, 607 Keynes, John Maynard Tow income people 9 
International Monetary Fund MNCs 612 
(IMF) erest and Money 3 primary sector 103 
debt relief 579-80, 617, 62 multiplier, ideas on 37, 407-10 ‘stakeholders 123 
economic growth, role of 369 sec alvo Keynesian model tax system S83 
Mion haping defniion 369 Keynesian aggregate supply curve weak institutional framework 
lending purpose 625-7 E 582 
inaged system 506 Keynesian model licenses 
on reducing corruption 631-2 aggregate supply in 286-8 monopoly 216 
ruble loans 579.  dellationary/recessionary gaps. living standards 
n tax revenues 369,379 ED currency depreciation 502 


International Policy Centre for economie policy, implication economie growth, impact on 
Inclusive Growth (IPC-1G) mua Ms 
p long term growth 335-6 loans 
international trade ratchet effets monetary policy by commercial banks (22 
Sdiatative barriers 462 396 concessional 615 
benefits 433-4 SRAS and LRAS relationship Credit ratings 531 
ee rr pty development aid 616 
economic integration 597-4 ive equilibrium states 288 higher interest rates 530 
export promotion 596-7 Keynesian multiplier 407 By IME 62 
export subsidies 457-8 aggregate demand 409-10 microcredit 627-8 
free trade, illustration 434-6 formula 407 UNS. 
import quotas 448-51 leakages and injections 407-9 by World Bank 624-6 


loan sharks 585 
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logic 24 

long run $4 

long-run aggrega 

(LRAS) 

definition 281 
deflationary gaps 
economic growth 335 
inflationary gaps 2 
natural rate of unemployment 


vertical shape 282 
Long-run average cost (LRAC) 
203-7, 215, 219-20 
long-run equilibrium 281 
long-run Phillips curve 326 
long-term growth 260, 334 
Lorenz curve 384 
economic inequality 3 
loss 208 
Lucas, Robert, “rational 
expectations" of inflation 37 
luxury 9 
goods 128 


M 


cost-push inflation 
definition 3 
demand-pull inflation and 
economic growth 350-1 
igh economie growth and. 
environmental sustain 
E 
high economie prow 
inflation 380 
income distributes and high 
economie prowth 351. 
low uneinployment and low 
inflation 350 
policy 37 
Say’ law 34-5 
rianaged exchange rates 506, 506, 
514, 522 
managed float 492, $06 
mandated choice 78 
manufacturing sector 102, 596 
marginal 34 
marginal benefit (MB) 66 
marginal cost (MC) 55-6, 21 
210,213, 


sol 


ond low 


definition 66 
lining marginat etr, ie 
in 56-7 
feos supply curve 57 
pricing 248 
marginal private benefits (MPB) 
definition 149 
as externally 148-53, 1648, 
174-88 
marginal private costs (MPC) 
po 
externality 148-55, 18 
165-8, 174-6, 178, 10-1 
as multiplier 408-9, 411 
poverty S41 
marginal product 54,54 
marginal propensity to consume 
(MPC) 408 
marginal propensity to import 
(MPM 407-8 
marginal propensity to sive (MPS) 
E 
marginal propensity to tx (MPT) 
40809, 411 
marginal revenue 199 
margina scil benefits (MS) 
definition 149 
as exlernality 148-51, 153, 158, 
6555, 1745, E 
market failure 192 
marginal social costs (MSC) 
allocative efficiency 213 
definition 149 
fv externality 148-55, 158, 
165-7, 174-6, 178, 180-1, 
D 
poverty s41 
marginal ux ate 376 
marginal ity 34, i 
market 42 
market-based policies 
advantages 184-5, 167 
Carbon anes 153-4 
isdvantages 155, 167 
indust tanes 152-3, 167 
supply-side policies 413 
tradable permits 134 
market concentration 238 
market demand 45 
market economy 
‘government intervention 11-1 
income inequalities 191-2 


market equilibrium 58-9, $9 
changes in demand 59 60 
changes in supply 60 
market failure 148, 148 
allocative efciency 147-8 
definition 114 
government intervention 186-7 
public goods and 184-91 
see also positive production 
externalities 
market-oriented policies 633 
market power 196 
market price 59 
market share 80 
market structure, characteristics 
196-8 
market supply S1 
marketable commodities, economic 
‘growth 340. 
Marschak, Jacob 37 
Marshall, Alfred 34 
Marshall -Lerner condition $33 
Mars, Karl 
capitalism, theories of 38-6 
maternal mortality 370, 549, 558, 
609. 
maturity 390 
maximising behaviour 
Vases 73 
consumer's rati 
limitations 73 
producer's behaviour 79. 
ational economie decisi 
making 72 
maximum price 118 
Menger, Carl 3 
mergers 414, 419 
merit goods 113, 179 
microcredit 627 
microeconomics 3 
circular flow of income model 
a 
short and long run 54 
utility theory 33-4 
microfinance 627 
microfinance institutions (MFIs) 
608 
Milleanium Development Goals 
(MDGs) 540 
minimum income standards (MIS) 
E! 
minimum lending rate 393 


choice 22-3 
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minimum price 121 
minimum reserve requirement 392 


minimum wages 
consumers, impact on 126 
definition 125 
firms (employers of labour) 126 
illegal employment 125-6 
Jabour surplus 125 


unemployment, efects of 126 
unskilled labour 126 
workers (suppliers of labour) 126 
mixed economies 12-15 
‘mixed market economy 13-15 
mobile banking 630 
model, use of 
ircular low of income 20-2 
definition 15 
production possibilities curve 
15-19 
monetarisn 37 
monetarist Jew classical model 
definition 281 
tconomie growth 336 
long-run aggregate supply curve 
d equilibrium 281-2 
policy implications 293-4 
price level 291-3 
SRAS and LRAS relationships 
912 
monetary policy 273, 388 
aggregate demand 394 
constraints 397 
contractionary 395-6 
expansionary 304 5 
goals 388-9 
inflation targeting 389-90 
interest rate, changes in 394 
minimum lending rate 393 
minimum reserve requirements 
E 
‘open market operations 392-3 
quantitative easing 393 
ratchet effect 396 
rate of interest, determination of 
390-1 
strengths 397 
monetary union 482 
advantages 523 
disadvantages 523-4 


economic integration 482 
monetary versus 
fiscal policy 404 
money 390 
creation 391 
lows 20 
‘monopolistic competition 196 
allocative efficiency 228 
assumptions 225 
characteris 
demand curve 


other market structures, 
comparison 228-9 
price and non-price competition 


product differentiation 228 
profit maximisation 227-8 
monopoly 196 
aggresive tactics 216 
benefits 224 
branding 216 
characteristics 197-8, 215 
control of essential resources 
26 
copyrights 216 
criticism 223-4 
demand curve 206-17 
economies of scale 215 
licenses 216 
market power and failure 
EE 
patents 216 
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profit maximisation 218-19 
revenue curves 217-18 
laris quotas and other trade 
restrictions 216 
moral hazard 190. 
moral philosophy 81 
Multidimensional Poverty Index 
(MPT) 359-64 
Multilateral Debt Relief Initiative 
(MDRID 622 
miltiteral development assistance 
623 
multilateral trade agreement 473 
‘multinational corporation (MNC) 
en 
in developing countries 6l 
scope and growth 611-12 
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Nash equilibrium 231 
national debt 346 
national income 250 
economic well-being, 
comparisons 265-6 
evaluation 264-5 
national income accounting 280. 
national income statisties 264 
national output 250 
natural capital $ 
economic growth 340 
motis] monopoly 216, 219-20, 
219-20 
benefits 224 
government regulation and 
ownership 243 
natural philosophy 34 
natural rate of unemployment. 
E 
Phillips curve 325-7 
natural resources 340 
necessities 91. 


negative consumption externalities 
164 
common pool resources 165-6 


education and awareness 
creation 168 
example 164-5 
kovernment legislation and 
regulation 167-8 
market-based policies 167-8 
welfare loss 165-6. 
negative production externalities 
18 
carbon taxes 153-4 
collective self-governance 159 
common pool resources 152 
demerit goods 159 
education and awareness 
creation 159-60 
example 150-1 
government legislation and 
regulation 157-8 
indirect taxes 152-3 
Vernational agreements 160-1 
sudabe permits 154-5 
Welfare loss 151-2 
net exports 251 
new classical economics 37 
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New Economics Foundation 
(NEF) 267 
nominal GDP 254 
nominal GNI 254 
nominal rate of interest 394 
nominal value 254 
real values vs 254 
non-collusive oligopoly 238, 235-6 
non-excludable 144, INS 
on-financial assets S12 
ron-goveromental organisations 
(NGOs) 12, 42, 615-16, 616 
advantages 621 
icims 621-2 
in developing countries 618 
microcredit 628 
"World Banks definition 6 
non-marketed output 264 
non-price competition 22 
non-price determinants of demand 
as 
complementary goods 46 
inferior goods 45 
normal goods 45 
number of consumers 46 
prelerences and tastes 4$ 
Substitute goods 45-6 
ron price determinants of 
supply 
competitive supply 52 
costs of factors of production 52 
definition $1 
joint supply 52 
number of firms 53 
producer (firm) price 
expectations 53 
“shocks. or sudden unpredictable 
events 53 
subsidies 53 
taxes 53 
technology 52 
non-price rationing 
definition 116 
fod price controls 117 
mixed market economies 13-14 
planned economy 13 
price mechanism 65 
non-produced non-financial asset 
Em 
non-rivalious goods 188 
nonsatiation assumption 72 
normal good 45 


normal profit 205 
definition 29 
equity and equality 29 
value judgements 28 
North American Free Trade 
Agreement (NAFTA) 473 
nudge 75 
behavioural economies 75-6 
negative externalities 168-9 
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OECD Better Life Index 266, 
266-7 
ollcial borrowing $12 
Oficial Development Assistance 
(ODA) 615-2: 
oligopoly 196. 
benefits 237 
characteristics 197-8, 230 
collusive 233-4 
criticisms 237, 
evaluation 237 
game theory 231-2 
interdependence 230-1 
D 5-6 
'e competition 


open economy 22, 249 
conflicting objectives 536 
open market operations 392 
opportunity 365 
opportunity cost 9 
comparative advantage 440 
economic goods 9 
economie perspectivas 8 9 
free goods 9 
Organisation for Economic 
Co-operation and 
Developracat (OECD) 255 
Better Life Index 266-7 
on carbon taxes 155 
legislation to protect competition 
m 
poverty measurement 359 
tax policy, evaluation 378 
Organization of the Petroleum 
Exporting Countries (OPEC) 
234, 304,579 
output approach 251 


output gap 261 

outputvincome distribution 
resource allocation 10-11 

overvalued currency $07 
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Pacific Regional Trade Agreement 
(PARTA) 474 
paradigm shifts 427 
parallel markets 116, 264 
Pareto optimality 140 
Pateuts, monopoly 216 
ppayoll matrix 231 
penging exchange rates 506-7 
per capita value 
calculation 259 
total value 254 
perfect competition 196 
allocative efficiency 214. 
characteristics 198 
demand and supply curves 208-9 
evaluation 214-15 
monopoly, comparison with 
34 
revenue curves 209 
fectly elastic demand K7-8, 90, 
208, 211 
perfectly clastic supply 105-6, 435, 
perfectly inelastic demand 87, 106 
perd ciy inelastic supply 87, 106 
personal income taxes 372 
perverse subsidies 
Phillips curve 323-7 
physical capital & 
pigouvian tax 152-3, 169 
planned economy 12, 13-15 
absence of market 13 
characteristics 12-13 
evaluation 15 
portfolio investment 494, S12 
positive consumption externality 
m 
positive economics 29 
ceteris paribus assumption 25 
definition 29 
empirical evidence, use of 2 
examnple 24 
hypotheses 26 
hypotheses, use of 24-5 
las, use of 26 
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logic, use of 24 social and political stability 371 primary commodities vs 
models use of 26-7 sustainability $43 ‘manufactured products 96-7 
refutation 27 taxation policies 372-4 range of values 87-8 
positive externalitis uf technological change 368 sign 86 
consumption transmission across generations total revenue and 92-3 
benefits 177-8 56.6 use of percentages 86 
direct provision from types 359-61 price elasticity of demand (PED) 
‘government 180 unemployment 368-9 [3 
education and awareness unequal status and power 367 price elasticity of supply (PES) 
creation 179-80 World Hank indicators 364 ability to store stocks 107 
evaluation 181 povesty cycle (poverty trap) 564-6 consumer response 104 
government legislation and poverty line 389 cost increment 107 
regulation 179 Dvelerental trade agreement (PTA) formula 104 
merit goods 179 am key characteristics 109-10 
nudge theory 180 price ceiling 118 leagth of time 107 
subsidies 180-1 consumers 117 mobility of factors of 
welfare loss 178-9) definition 118. production 07 
positive externalities of production food price controls 117 primary commodities versus 
benefits 174 government 117 manufactured products 
direct government provision 176 negative welfare impacts 108-9 
evaluation 181 11647 ange of values 105-6 
examples 174-5 non-price rationing 115-16 spare (unused) capacity of firms 
policy evaluation 176 producers 117 107 
subsidies 176 rent controls 117 price floors 
welfare loss 175-6 resources, underallacation 116 consumers 123 
positive externality 148 shortages of goods 115 definition 120-1 
poisotial output 261-2, 283 stakeholders effects, calculation. firm inefficiency 122 
poverty 385 119-20 government 123 
mo) underground (or parallel) government imposition 121 
challenges of measurement 364 kets 116 vegative welfare impacts 122-3 
cycle 564-6 workers 117 other country stakeholders 12 
discrimination 367 price competition 226 owerallocation of resources 1 
economic growth 369-70 price controls 114 producers 123 
globalisation, role in 368 fundamentals 114-15 stakeholders effects, calculation 
government tax policies 368 ceiling 115-20 ies 
high abnormal profits 348 Moors 120-7 surpluses 121-2 
human capital, level 366 price deflator 258 workers 123 
increases in pay of certain elastic 87 see also minimum wages 
jobs 368 elasticity of demand (PED) price inelasticity 87 
inequality of opportunity 365-6 demand curves 89-91 supply 105 
isolated geographical regions 369 effects ol price changes 93-4 price level 
lack of essential services 369 elastic demand 93 AD-AS model 279 
Jow living standards 370-1 firm pricing decisions 94 Aggregate demand curve 272-3, 
rsutket-based supply-side formula 85-7 s 
policies 368 income spent on a good 92 business cycle 260,3 
measurement 359-61 Indirect taxes 94 cyclical unemployment 304-5 
minimum income standards inelastic demand 93 deferred consumption 320 
(MIS) 361 key characteristics 109-10 deflation 309, 319-21 
‘multidimensional Poverty Index length of time 91 equilibrium states, Keynesian 
(MPD 362-4 necessities orsus luxuries 91 ‘model 288 
duction strategies 379- number and closeness of hyperinflation 318 
resource ownership, level 366 substitute 91 inflation 309, 314, 316-17 
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Keynesian aggregate supply 
curve 287 

Jong run aggregate supply 2 

long-term econ 


291-8, 34 
multiplier effet 410 
recessionary gap 286 
shore run aggregate supply 

277-8, 315 
stagflation 324-5 
during unemployment 322-3 

price-maker 216-17 

price mechanism 63 
buying and selling choices 63 
product market 63-4 
rationing 65 
resource market 64 

price rationing 116 

prices as incentives 69-4 

prices as signals 63-4 

price-taker 209, 26 

price war 232 

primary commodities 96 

primary products 485 

primary sector S74. 

se volatility 575 
production and export 574-6 

privatisation 398, 413 

problem of "missing women 589 

producer surplus 67 

producers 

Mireet taxes 129 
price ceiling 117 
price floors 123 
subsidios 136 

produet differentiation 196, 

product market 
price mechamem 63-4 

production possibilities 16 

production possibilities curve 

(PPC) model 
choice 16-17 
definition 16 
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economic growth 18-19, 336-9 


efficient use of resources 16 
full employment 16 
opportunity cost 16-17 
overview 15-16 

scarcity 16 

shape 17 


growth 336 
monetarist fnew classical model 


production possibilities frontier 
(PPF) 16 
production subsidies 454-5 
calculation 456-7 
profit maximisation 205. 
abnormal profit 211 
allocative ellicien 
long run 211-13 
lost minimisation 211 
margina! revenue and cost 
approach 205-6 
normal profit 201 
short run 210-11 
total revenue and cost approach 
205 
protits 
concepts and formula 208 
definition 204 
normal 207 
progressive taxation 373 
property rights SNS 
proportional taxation 373 
public goods 
definition 1 
Tree rider problem 185 
governi! intervention 186 
non-rivalrous and non- 
excludable 184-5 
qi 186 
purchasing power parity (PPP) 
250, 270, 422, $41, 547-50, 
553, 557, $83. 587-8 
proxy variables 30 
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quantitative easing 393 
quasi-public goods 186. 
quintile 384 

quota 448 
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rate of interest 390 
rational consumer choice 72 
:ational producer behaviour 79 
rationing 12, 65. 

real GDP 254 

teal GNI 254 

teal income 312 


real rate of interest 394 
real value 254 
nominal values 254 
real world issues 
abuse of market power 244. 
AICFTA, African Market 477-8 
Australia's hidden protection 468 
Brexit, UK 478-81 
carbon taxes versus tradable 
permits 156-7 
cash transfer programmes 182 
child labour 554-5 
clean water, UN resolution 569 
costumers and producers? 
choices 40, 61 
country-of-origin labelling 
(COOL) 447 
sconomic activity over time 246 
economic well-being 431 
education, inequality of 
‘opportunity 366-7 
EPA approval 169-70 
euro zone, austerity measures 
E 
ropean Commission's 
legislation 2 


farm subsidies in the United 
States 137-8 


x 
van rights, 
health 574 

lobal warming S68 

Grameen Banks lending 
principle 629 

Greek crisis and EMU 5: 

Hong Kong dollar exchange rate 
508 

income elasticity of demand 102 

Indian rupee, depreciation 503 

inflation in Pakistan 316 

aly’ real GDP 289-90. 

life expectancy in Africa 552 

macroeconomie policies, 
government intervention 385 

mandated choice 77 

market concentration risks 240. 

market failure, government 
intervention 111 

Naoussa’s textile industry 303 

Pakistan’ current account deficit 
535-6 
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pharmaceutical oligopoly. 
lawsuit 236 
poverty and population growth 
ES 
price elasticity of demand 92 
Ricardo on agricultural output. 
gomili 56 
social enterprise, Bambike 601 
tied aid 620 
trade war, US 470-1 
UK, income distribution 382-4 
UK supermarket merger 243 
uneven economic development 
538 
United States, wealth 
concentration 388US 
corporate tax, eduction 420 
US fiscal policy 405-6 
US sugar quotas 453-4. 
Vietnam, price control 118 
women's ratio $89 
WTO's export subsidy 460-2 
WTO's history 484. 
recession 200 
recessionary gap 2 . 
504-6, 394-7, 400-3, 410, 
424, 501 
deflationary gap 315 
redistribution of income 11, 544 


regional trade agreements 473 
regressive taxation 373-4 
sce ul indirect taxes 
relative poverty 389 
remittances 495 
required reserve ratio 392 
research and development (R&D) 
ms, perfect competition 2 
government provision 176, 604 
preen investments MÀ 
investment in technology 416, 
En 
monetary policy 389 
reserve assets S12 
resource allocation 10 
distribution and redistribution 
of income 10-11 
indirect taxes 127-8 
‘outpuvincome distribution 
10-1 
subsidies 134 


resource market, price mechanism 
6 
resources 5 
restricted choice 76 
revaluation $08 
revenues 199 
calculation 20 
characterises 199-200 
concepis and formula 208 
risk of default $30 
risk premium 525 
rivalrous goods 144 
rules of thumb 73 
Russian rouble (RUB) 498 
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sales tax 22-3 
satisficing NI 
Say, Jean-Baptist 34-5 
Law of supply 35 
scarcity 46 
screening H9 
seasonal uneraployment 304-7, 425 
Shiller, Robert J 38 
short run 54. 
short-run aggregate supply curve 
(SRAS) 277-8 
business cycle, impact on 283-4 
causes o shifts 278-9 
on 315, 501 
deflationary gap 321 
economic growth 334-5 
price level and level of 
unemployment 323 
upward sloping 278, 293 
see also Phillips curve 
short-run equilibrium 279 
short-run Phillips curve 326 
short-term fluctuations 260 
short-term growth 334 
shortage 58-9, 62-4, 108, 115-20, 
126, 543 
signaling 63,1 
Functions of price see prici 
signals 
small and medium-sized 
enterprises or firms (SMEs) 
416 
Smith, Adam 31-3 
invisible hand 69 


The Theory of Moral Sentiments 
3 
Wealth of Nations 33 
social enterprise 601 
social sciences 3 
social surplus 68 
socially optimum output 149 
South African Customs Union 
(SACU) 474 
South Asian Association for 
Regional Cooperation. 
(AARC) 473 
southeast Asia (ASEAN) 473, 598 
speciclisation 434 
speculation 498 
stabilisation policies 387, 626 
stagflation 37,283, 31 
stakeholders 
indirect taxes 128-31 
market outcomes 135-8 
minimum wages, impact on 126 
price ceiling 117, 119 
price floors 121, 123-4 
structural unemployment 301 
subsidios 53, 134 
consumers 135-6 
foreign producers 136 
nent 136 
ket outcomes 135 
positive externalities of 
consumption 180-1 
positive externalities of 
production 176 
producers 136 
purpose 134 
reasons for granting 134-5 
resource allocation 134 
social welfare and market 
outcomes, calculation 138-40 
Workers 136 
substitutes (substitute goods) 48 
substitution effect 48 
industry ee infant industry 
induced demand 189 


supply curve $0 
increasing marginal costs 55-6 
marginal cost 66 
movements and shifls 53 
mon price determinants 51-3 
vertical 51 

supply of money 318, 390-2, 394-5 
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